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LETTER OF TRANSMITTAL 





Wasuinoton, December 10, 1958. 
CHAIRMAN, COMMITTEE ON WAYS AND MEANS, 
House of Representatives, Washington, D.C. 


My Dear Mr. Cuairman: I am transmitting herewith a revised 
and final report by an advisory group appointed by the Subcommittee 
on Internal Revenue Taxation to study subchapter C of the Internal 
Revenue Code of 1954, relating to corporate distributions and adjust- 
ments. This revised report is accompanied by the subchapter C 
proposed amendments, as revised. 

The advisory group was appointed by the subcommittee on No- 
vember 28, 1956, to assist the subcommittee in its study of subchapter 
C of the 1954 code. The advisory group consists of the following 
members: Norris Darrell, chairman, C. Rudolf Peterson, vice chair- 
man, Edwin S. Cohen, Marvin K. Collie, Kenneth W. Gemmill, 
Samuel J. Lanahan, and Leonard L. Silverstein. 

The first report of the advisory group on subchapter C was pub- 
lished on December 24, 1957. Testimony with respect to the first 
report (and the accompanying proposed amendments) was received 
by the Committee on Ways and Means during the course of the 
hearings on general revenue revision commencing January 7, 1958. 
The revised report, and the accompanying proposed amendments, as 
revised, reflect the modifications and additional matter recommended 
by the advisory group as a result of its further studies and as the 
result of the hearings and the additional comments and suggestions 
made to the advisory group. 

The revised report, and the accompanying proposed amendments, 
as revised, have not been considered or approved by the Subcommittee 
on Internal Revenue Taxation, or any member thereof. 

Respectfully submitted. 

Witsur D. Mir1s, 
Chairman, Subcommittee on Internal Revenue Taxation. 


It 
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DecEMBER 9, 1958. 
Hon. Witzvr D. Mts, 

Chairman, Subcommittee on Internal Revenue Taxation of the 
Committee on Ways and Means, House of Representatives, 
Washington, D.C. 

My Dear Mr. Cuarrman: In our letter to you accompanying our 
December 24, 1957 report and proposed statutory amendments with 
respect to subchapter C of the Internal Revenue Code, and at the hear- 
ing before your committee on January 31, 1958 we stated that our 
proposals were not presented as final and definitive, but as subject to 
modification and improvement, and we indicated an intention to con- 
tinue our studies with a view toward submission of such supplemental 
report as might seem appropriate. 

e have since continued our studies and, in connection therewith, 
have carefully considered the pertinent testimony at the January 31, 
1958 hearings of your committee and other comments and sugges- 
tions that have been submitted by various interested persons and 
organizations, 

Our conclusions resulting from this further work are incorporated 
in the revised report and in the document containing the proposed 
statutory amendments, as revised, which accompany this letter and 
which are intended to supersede our initial report and proposed 
amendments. We have chosen this form of presentation, instead of 
simply submitting documents containing supplementary material, be- 
cause we believe it will facilitate study aol understanding of our 
final conclusions and will be of convenience to all concerned. Al- 
though we adhere to the basic principles underlying our original pro- 
posals, in the revised documents we have made a number of changes, 
some of substantive importance, some technical, and some relatively 
minor. However, to assist those wishing to know where material 
changes have been made in the statutory amendments initially pro- 
posed, the changed parts of the texts of both documents other than 
simple deletions have been printed in boldface type. 

Respectfully submitted. 

Norris Darret1, 
Chairman. 
C. Rupotr Pererson, 
Vice Chairman. 
Epwin S. CoHen, 
Counsel. 
Marvin K. Corum, 
Kennetu W. GemMiz1, 
Samue. J. LANAHAN, 
Leonarp L. SrnverstEIn, 
Advisory Group. 
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REVISED REPORT OF THE ADVISORY GROUP 
ON SUBCHAPTER C* 


To Accompany 


SUBCHAPTER C ADVISORY GROUP PROPOSED 
AMENDMENTS, AS REVISED 


The first section of the proposed amendments eliminates the necessity 
of referring to the Internal Revenue Code of 1954 each time a change 
is proposed with respect to such code. Whenever an amendment is 
expressed in terms of an amendment to or repeal of a section or other 


provision, the reference is to a provision of the Internal Revenue Code 
of 1954. 


SECTION 2. DISTRIBUTIONS OF PROPERTY— 
AMENDMENTS OF SECTION 301 


Under section 301 (b) (1) (B), the amount of a distribution in prop- 
erty (other than money) to a corporate shareholder is the lesser of (1) 
the fair market value of the property, or (ii) the adjusted basis of the 
property in the hands of the distributing corporation, increased in the 
amount of gain to the distributing corporation recognized under sub- 
section (b) or (c) of section 311. This provision applies not only in 
determining the amount of the dividend received by a corporate share- 
holder but also, in case the distribution is not out of earnings and 
profits, in determining the amount of the reduction in the basis of the 
shareholder’s stock or the amount of any capital gain resulting from 
the distribution. In the ordinary case of a distribution in kind, the 
existing provisions carry out the basic policy of the statute, but tech- 
nical amendments are needed with respect to certain fringe problems. 

(a) The statute does not specifically deal with the effect _ a 
corporate distributee of a distribution consisting of stock, or rights to 
stock, of the distributing corporation in cases in which under section 
5305 (b) the distribution is not excluded from gross income. 

The advisory group believes that the statute should be amended to 
provide specifically that the rule of section 301 (b) (1) (B) (ii), limit- 
ing the amount of the distribution in the hands of corporate distribu- 
tees to the adjusted basis of property in the hands of the distributing 
corporation, shall not apply to distributions of stock, or rights to ac- 
quire stock, of the distributing corporation which under section 305 (b) 
are taxable dividends. 

(6) A comparable problem arises if a corporation distributes its 
obligations to a corporate shareholder. It might be argued that the 


1The material appearing in boldface type reflects the changes made in the Subchapter C 
Advisory Group report dated December 24, 1957. 
1 
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distributing corporation has no tax basis in its own obligations, and 
therefore the amount of the distribution under section 301 (b) (1) 
(B) (i1) is zero. 

The advisory group recommends that the statute be amended to 
provide that in the case of the distribution of obligations of the 
distributing company, the amount of the distribution (to a corporate 
shareholder) shall be the fair market value of the obligations, or the 
principal amount of the obligations, whichever is the lesser. 

(c) Clause (ii) of section 301 (b) (1) (B) provides for increasing 
+he adjusted ca of the distributed property by the amount of gain 
vecognized “under subsection (b) or (c) of section 311”, relating to 
distribution of appreciated LIFO inventory and distribution of prop- 
erty subject to a liability in excess of its adjusted basis. No provision 
is made for an increase in the adjusted basis where gain is recognized 
under section 453 (d) to the distributing corporation on the distribu- 
tion of an installment obligation. 

The advisory group recommends that clause (ii) of section 301 
(b) (1) (B) be amended to provide for an increase in the adjusted 
basis in any case where gain is recognized to the distributing cor- 
poration upon the distribution of the property. Since the prepa- 
ration of the original report, it has been deemed advisable to 
add a reference to the adjustments under section 311 (d) (1) 
and (2). 

(d) The question has been raised as to whether section 301 (b) (1) 
(B) should be amended so that it would apply only if a dividends- 
received deduction is allowed with respect to the distribution in kind. 
The advisory group does not believe that the statute should be so 
limited. If property which has appreciated in value is distributed by 
a corporation which has no earnings or profits, the present statute 
properly prevents a step-up in tax basis (e. g., for depreciation deduc- 
tions) at the expense of only a capital-gains tax or merely a reduction 
in the basis of the stock in respect to which the distribution was 
received. However, there are some cases involving foreign corpora- 
tions where the advisor y group believes that the amount of a distribu- 
tion in kind should be determined without regard to the adjusted 
basis of the property. 

The first case involves distributions by certain foreign 
corporations. Section 301 (b) (1) (B) of existing law has the 
result of preventing appreciated property which is distributed to 
a corporate taxpayer from taking a stepped-up basis while at 
the same time being taxed at an effective rate of 7.8 percent or 
less by reason of the 85-percent dividends-received deduction. 
However, where a distribution by a foreign corporation does not 
qualify for the dividends-received deduction, the property re- 
ceived by the corporate taxpayer is fully taxable at ordinary 
rates to the extent of its fair market value. Accordingly, where 
there is a distribution in kind from a foreign corporation, the 
advisory group does not believe that the adjusted basis of the 
property should enter into the determination of the amount of a 
distribution by a foreign corporation unless its dividends qualify 
for a dividends-received deduction under section 245. To so 
qualify, the foreign corporation must be engaged in trade or 
business within the United States and have derived 50 percent 
or more of its gross income from United States sources. 
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The other case involves distributions in kind to a foreign corporation 
not engaged in trade or business within the United States. If the 
distribution is taxable as a dividend, the fair market value of the 
property should be the amount subjected to tax, for the basis of that 
property in the hands of the foreign corporation has no Federal tax 
consequences. However, if the foreign corporation receiving the divi- 
dend is engaged in trade or business within the United States, and 
therefore entitled to the dividends-received deduction, then, for the 
protection of the revenues, the existing rule of section 301 (b) (1) (B) 
should apply to the distribution. 

The advisory group therefore recommends that section 301 (b) (1) 
(B) be amended so that it will not apply to distributions to foreign 
corporations not engaged in trade or Galea in the United States, 
or to distributions from a foreign corporation unless a dividends- 
received deduction is allowable with respect to the distribution (or 
would be allowable if there were earnings and profits to cover the 
distribution). 

(e) Conforming amendments are made to section 301 (d), which 
provides the rules for determining the basis of property received in 
distributions in kind. 


SECTION 3. DISTRIBUTIONS IN REDEMPTION OF 
STOCK—AMENDMENT OF SECTION 302 


A. RECOMMENDATIONS FOR STATUTORY CHANGES 


Corporations having no earnings and profits.—The advisory grou 
recommends that section 302 (b) (1) be amended to provide specifi- 
cally that the fact that the corporation has no earnings and profits 
will not require the application of section 302 (b) (1). This is stated 
to be the intention of Congress in the 1954 Senate Finance Committee 
Report, and the regulations so provide (Regulations, sec. 1.302-2). 
However, there is doubt that the present statute literally carries out 
this intention. The matter is of significance in the case of a deficit 
corporation in determining— 

(a) whether the distribution is to be governed by section 301 
(c) (2) and (3) (in which event the amount of the distribution 
will be applied against the shareholder’s total basis for all his 
stock in the corporation and only the excess will be taxed as 
gain) or by section 302 (a) (in which event the shareholder will 
realize gain or loss measured by the difference between the amount 
of the distribution and the basis of the stock redeemed) ; and 

(6) whether if the shareholder is a corporation, and the dis- 
tribution is made in kind, the provisions of section 301 (b) (1) (13) 
and 301 (d) (2) will apply, limiting the amount of the distribu- 
tion to the lower of the fair market value or the basis of the 
property distributed. 

The recommended amendment will insure that the fact that the 
corporation has insufficient earnings and profits will not require the 
application of section 302 (b) (1). 

redemptions of stock owned by partnerships——Under present law, 
in the case of redemption of stock owned by a partnership, section 
318 (a) (2) (A) provides that the partnership shall be deemed to own 
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all the stock owned by each of the partners. Thus in determining 
whether a redemption of stock owned by the partnership complies 
with the substantial disproportionality test of section 302 (b) (2), 
stock owned individually by any partner must be taken into account. 
The redemption of all the stock owned by the partnership may result 
in dividend treatment to all the partners, even to those who own no 
stock individually, merely because one or more of the partners indi- 
vidually own stock in the corporation. 

With respect to the rule in present section 318 (a) (2) (A) the advi- 
sory group is recommending an amendment to limit attribution from 
a partner to a partnership to those cases in which the partner has at 
least a 5-percent interest in the partnership. The advisory group has 
concluded that the minimum percentage in section 318 may not be 
safely increased beyond 5 percent because the rules of section 318 
apply in a number of parts of subchapter C, other than section 302, 
where a further increase would be inadvisable. However, for pur- 
poses of section 302 the 5-percent minimum will not serve to eliminate 
the inequity involved in according dividend treatment to some partners 
merely because one of their partners, having a partnership interest 
greater than 5 percent, owns stock in the redeeming corporation. 

Accordingly, the advisory group recommends that a specific 
provision be added to section 302 (c) (1) requiring that the dis- 
proportionality test for purposes of section 302 (b) (2) and the 
complete termination test for purposes of section 302 (b) (3) be 
applied separately for each partner, as though the stock owned by 
the partnership had heen distributed to the partners immediately 
prior to the redemption and the stock redeemed had been re- 
deemed in the hands of each partner. This is the same recommen- 
dation as that contained in the original advisory group report, 
except for its extension to section 302 (b) (3). In this manner, 
those partners who own stock individually may have dividend treat- 
ment on the redemption while others have capital-gain treatment. 
For example, if the ABCD partnership, in which each of 4 partners 
has a one-fourth interest, owns 500 of the outstanding 1,000 shares of 
a corporation, and partner A individually owns the remaining 500 
shares, a redemption of all the stock owned by the partnership will 
result under 302 (c) (1) in capital-gain treatment to partners B, C, 
and D, but not to partner A. This is because the interest of B, C, and 
D in the corporation will each be reduced from 121% percent to 0, while 
A’s total interest will be increased from 62% to 100 percent. 

For a discussion of the changes recommended with respect to attribu- 
tion of stockownership in connection with redemption of shares in- 
dividually owned by persons who are members of a partnership, see 
the comments under Section 11: Constructive Ownership of Stock— 
Amendment of Section 318. 

Corporations having two classes of voting stock.—The advisory 
group recommends that section 302 (b) (2) (D) be added to the statute 
to provide that where there is more than one class of voting stock the 
determination of the ratio of voting stock owned before and after the 
redemption is to be made in accordance with the combined voting power 
of all classes of stock entitled to vote. While it is believed that this is 
the rule under present law, it is felt that a clarifying amendment is 
advisable to eliminate a question of construction. 





REVISED REPORT ON CORPORATE DISTRIBUTIONS 5 


Time for testing application of section 302 (a).—The advisory 
group recommends that section 302 (a) be amended to make 
it clear that the time for testing whether a distribution in 
redemption of stock qualifies as a distribution in part or full 
payment in exchange for the stock shall be the time the shares 
are redeemed. The present language of section 302 (a) is not 
precise in referring to a “redemption” as a “distribution,” 
particularly with respect to cases, for example, under section 
302 (b) (2) where the redemption price is payable in install- 
ments. Where all the shares to be redeemed are turned in at the 
time of the initial payment, there are technically no shares 
turned in at the time the subsequent payments are received. 
The advisory group recommendation, as revised, makes clear that 
the test for qualification for capital gain treatment shall be ap- 
plied at the time such shares are redeemed even though all the 
distributions in payment for the stock are not received at such 
time. 

Redemptions of preferred stock.—The advisory group recommends 
that section 302 (b) (5) be added to the statute to provide that section 
302 (a) shall apply to a redemption of preferred stock if the share- 
holder owns less than one percent of the common stock and voting 
stock in the company after the redemption. This change is made 
primarily for the purpose of assuring capital-gain treatment auto- 
matically to most cases of redemptions of preferred stock by widely 
held companies, but is not limited to such cases. At present it has 
been a frequent practice to secure advance rulings from the Internal 
Revenue Service in such cases under the general] provisions of section 
802 (b) (1). The proposed revision would make such rulings unneces- 
sary. AJ] the rules of stock attribution in section 318 (a). will apply 
to making the determination of one-percent ownership after the 
redemption. Moreover, if the preferred stock is section 306 stock, 
the special rules of section 306 will apply. 

The advisory group acnueetie is intended to eliminate 
the need for advance rulings in the cases indicated and is not 
intended to affect Internal Revenue Service policy in issuing 
favorable advance rulings in cases where there is a redemption of 
preferred stock and the redeeming shareholder also owns more 
than 1 percent of the common stock and voting stock in the cor- 
poration after the redemption. It is intended that such rulings 
may continue to be issued by the Internal Revenue Service. 

A pplication of constructive ownership rules to section 302 (b) (1).— 
The advisory group recommends that section 302 be amended to 
provide specifically that, in determining whether a stock redemption 
1s essentially equivalent to a dividend under section 302 (b) (1), the 
constructive ownership rules of section 318 shall not be applicable 
but the relationships described therein may be taken into account 
along with all other facts and circumstances. For example, where a 
father and son own large interests in a corporation but have become 
estranged so that the son desires to buy the father out of the business 
by means of a stock redemption, it may be that the redemption will 
not qualify under section 302 (b) (2) or (b) (3) because the father 
has other stock attributed to him. ‘Where the father is one of the 
beneficiaries of a trust owning a small amount of stock, the father 
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will be unable to terminate completely his interest in the corporation 
if the trustee is unwilling to have the trust’s stock redeemed. As a 
result, the father cannot comply with the requirements of section 
802 (c) (2), and the son’s stock will be attributed to the father despite 
the fact that all of the stock actually owned by the father has been 
redeemed. This amendment appears as section 302 (b) (6). It is 
believed that this amendment reflects the intent of the present 
statute, which now states that the fact that the redemption does not 
qualify under (b) (2) or (b) (8) shall not be taken into account in 
making the determination under (b) (1). Accordingly, the ad- 
visory group anticipates, as a necessary result of this amendment, 
that the Internal Revenue Service will issue favorable rulings in 
appropriate cases under section 302 (b) (1) even though the tax- 
payer is unable to meet the standards imposed under paragraphs 
(2) or (3) of section 302 (b) because of the application of section 
318 to determinations made under those paragraphs. 

Series transactions.—The advisory group recommends that section 
302 (b) (2) (D), relating to a series of redemptions, be removed to 
section 302 (b) (7) and made applicable to 302 (b) (1) and (3) as 
well as 302 (b) (2). At present, it literally applies only to section 
302 (b) (2) (C), defining substantial disproportionality. As amended, 
the provision would make clear that the requirement of section 302 
(b) (2) (B) that a shareholder own less than 50 percent of the voting 
power after a substantially disproportionate redemption cannot be 
avoided by a planned series of redemptions. 

The proposed revision would also make it clear that the rules regard- 
ing substantially disproportionate redemptions and termination of 
interest cannot be avoided by subsequently effecting sales between 
shareholders pursuant to a prearranged plan. Nor could the rules 
be avoided by a plan involving new issues of stock. 

Complete termination of wterest must include termination of 
spouse’s interest.—Section 302 (c) (2) provides that the family attri- 
bution rules shall not apply where there is a complete termination of a 
shareholder’s interest in a corporation. It is recommended that section 
302 (c) (*) (A) be amended to provide that attribution between 
spouses will continue to apply under these circumstances. Thus, a 
complete termination of a shareholder’s interest would have to include 
also a complete termination of the interest of the shareholder’s spouse. 
It is felt that, because of the close relationship between husband and 
wife, it is not clear that the distributee ceases to have an interest in 
the corporation if his spouse continues as a shareholder. Frequently, 
he can, through the continuing stock interest of his spouse, still main- 
tain an effective voice in the management of the corporation. 

It was suggested to the advisory group that stock owned by the 
members of the distributee’s household be attributed to him despite 
the complete termination of his interest in the corporation. ‘The 
advisory group considered that this would be too broad. A stronger 
case might be made for applying such a rule in the case of minor chil- 
dren, but the advisory grou Felt that the 10-year rules in section 
302 (c) (2) (A) and (B) afford adequate protection to the revenue 
m such case. 

Retention or reacquisition of interest in subsidiary, parent, or suc- 
cessor corporations.—Section 302 (c) (2), in general, provides that the 
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family-attribution rules shall not apply if there is a complete termin- 
ation of the shareholder’s interest in the corporation and no reacqui- 
sition of such an interest within 10 years. The Treasury regulations 
extend this statutory rule to prohibit the shareholder from having an 
interest in a subsidiary, a parent, or a successor of the redeeming cor- 
poration (sec. 1.3024 (c)). The advisory group recommends the 
enactment of section 302 (c) (2) (D) to provide a specific stautory 
basis for this regulation and to define more clearly the scope of the 
rules. Under this provision, a subsidiary would have to be 50 percent 
owned, a parent would have to own 50 percent of the redeeming cor- 
poration’s stock, and a successor would be any corporation to whom 
the carryover provisions of section 381 (a) would apply. 

Retention or enforcement of rights as a creditor—Under the termi- 
nation of an interest rule of section 302 (c) (2), the prohibition against 
the retention of an interest in the corporation does not apply to an in- 
terest retained or acquired as a creditor of the corporation. However, 
the statute makes no special provision regarding subsequent acqui- 
sitions of stock interests through enforcement of rights as a creditor. 
The Treasury regulations prohibit the acquisition of stock of the re- 
deeming corporation, a subsidiary, or a parent, even if such acquisition 
results only from the enforcement of rights as a creditor holding a de- 
faulted obligation of the corporation issued on the redemption of the 
stock. The former shockers now a creditor, may be unable to pro- 
tect his right to payment of deferred installments of the purchase price 
of his stock without the redemption being treated as a dividend. On 
the other hand, the possible reacquisition of stock interests after a 
downpayment has been received on redemption of stock may provide 
opportunities for abuse if capital-gain treatment on the sums received 
were assured. The advisory group recommends the enactment of 
section 302 (c) (2) (C) providing that the reacquisition of a stock 
interest in the redeeming corporation, its subsidiary, parent, or suc- 
cessor, as a result of the enforcement of rights as a creditor will be 
considered to be in the enforcement of rights as a creditor only if the 
default in the corporate obligation could not reasonably have been 
anticipated at the time of the redemption, or at the time of creation 
of such creditor relationship, whichever is later. The advisory group 
believes that it is desirable to indicate two points of time as of 
which it may be determined whether a default can reasonably have 
been foreseen. It is intended in the proposed amendment, as 
revised, that the likelihood of default should be tested at the 
time of the redemption if the indebtedness is then in existence or 
at the time the debtor-creditor relationship is created if it is 
created later. The relationship may be created, for example, in 
a transaction subsequent to the redemption and, in fact, unrelated 
to it, such as in the case of a subsequent loan or sale of property 
to the corporation. 

Lost basis —Under section 302 where amounts distributed in re- 
demption of stock are taxed as a dividend, there is no provision per- 
mitting the basis of the redeemed shares to be added to the basis 
of other shares owned by the taxpayer or by other persons within the 
attribution group, nor is a loss allowed to the taxpayer. The Treasury 
regulations provide in general terms that “proper adjustment” will be 
made to the basis of other stock, and set forth several illustrations 
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(sec. 1.302-2 (c)). The advisory grouv recommends the insertion 
of a statutory provision requiring that, under regulations pre- 
scribed by the Secretary, the basis of stock redeemed under 
circumstances giving rise to dividend treatment shall either be 
added to the basis of other stock owned by the taxpayer (de- 
termined without regard to section 318), or, but only if the tax- 
payer so elects, added to the basis of other stock owned by an- 
other person whose stock is attributable to the taxpayer under 
section 318. In the event that the taxpayer does not own directly 
any other stock in the corporation redeeming such stock and 
also does not make the election to have the basis of the redeemed 
shares added to the basis of the shares of stock owned by other 
shareholders of such corporation the ownership of stock by whom 
is attributed to the taxpaver under section 318, then the tax- 
payer is allowed a loss with respect to the amount of his stock 
basis which would otherwise be lost. This loss is, of course, a 
long- or short-term capital loss or an ordinarv loss depending 
upon the length of time the stock has been held by the texpayer 
and upon whether or not it is a capital asset in his hands. 

The advisory group recommendation, which in the revised 
amendment differs somewhat from the initial proposal, will allow 
a taxpayer a measure of flexibility in determining how a loss is 
to be utilized and at the same time will prevent another share- 
holder whose stock is attributed to the taxpayer from having any 
interest in the tax treatment of the redemption distribution 
unless the taxpayer so elects. 

The advisory group gave consideration to the insertion of detailed 
statutory rules concerning this adjustment, but concluded that it 
was desirable to leave the matter to regulations in view of the varied 
tyres of situation that are encountered. 

Redemptions of stock issued by railroad corporations in certain re- 
organizations.—The advisory group calls to the attention of the sub- 
committee the special provision in section 302 (b) (4) which grants 
capital-gain treatment to redemption of stock by railroad corporations 
where the redemption is made pursuant to a plan of reorganization 
under section 77 of the Bankruptcy Act. While the provision has 
been included in the proposed revision, the advisory group knows of 
no reason why this special exemption should be continued. 


B. NO LEGISLATION RECOMMENDED 


A pplication of constructive ownership rules to redemptions from es- 
tates.—The attention of the advisory group was called to cases involv- 
ing redemptions from estates of deceased shareholders made pursuant 
to contracts between the decedent and the corporation. Such a re- 
demption does not qualify under the 1954 Code for capital gain treat- 
ment under sections 302 (b) (2) or (3) even though all stock owned 
by the estate is redeemed if the beneficiaries of the estate own a sub- 
stantial number of shares outright or by attribution from other sources. 
However, the redemption may qualify under section 302 (b) (1) asa 
distribution not essentially equivalent to a dividend, particularly in 
view of the recommended amendment to section 302 (b) (5) of 
present law (sec. 302 (b) (6) in the proposed revision) providing that 
the attribution rules of section 318 shall not be applicable to section 
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3u2 (b) (1) but that the relationships described therein may be taken 
into account along with all other facts and circumstances. The ad- 
visory group feels that in view of section 302 (b) (1) and the recom- 
mended change in section 302 (b) (5) of present law (sec. 302 (b) (6) 
in the proposed revision) this situation can be adequately dealt with 
in the light of the special circumstances of each case and no special 
statutory rule is required. 

Stock redemptions qualifying for capital gain treatment—effect of 
number of shares exchanged.—Where a stock redemption qualifies for 
capital gain treatment under section 302 (a) or under section 346 a 
number of questions regarding the amount and character of the share- 
holder’s gain or loss may arise: (a) Should the number of shares act- 
ually surrendered ever be disregarded in determining the amount of 
the shareholder’s gain or loss—if so, when, and with what results? 
(6) Should the shareholder’s basis for all of his shares be averaged or 
prorated in any circumstances in determining his gain or loss—if so, 
when, and with what results? (¢) What should the rules be when the 
shareholder has some shares which have been held for more than 6 
months and some shares which have been held for less than 6 months? 

The advisory group does not recommend any legislation with respect 
to these matters. It appears that these problems are being adequately 
handled administratively and that there is no present necessity for 
detailed rules in the statute. 

Determinations of fair market value where there is more than one 
class of stock.—Questions have been raised regarding the difficulties 
in determining fair market value of stock in closely held corporations 
where there is more than one class of common stock. Such a determi- 
nation is necessary under existing law in ascertaining whether the 
80 percent substantial disproportionality test of section 302 (b) (2) has 
been met. The Internal Revenue Service does not give advance rulings 
where factual determinations of value are involved. However, the 
only feasible substitute for the present statutory rule would appear to 
be to require that the 80 percent test of substantial disproportionality 
be met with regard to each class of common stock. Such a rule would 
be stricter than the present law. If a taxpayer met that requirement, 
he would be able to obtain an advance ruling at present. Accordingly, 
no legislative change is recommended in this regard. 

Reductions in par or stated value of stock.—Questions have been 
raised as to whether a distribution by a corporation of its property 
accompanying a reduction in the par or stated value of its outstanding 
stock should be treated as a distribution in redemption of stock. The 
House bill in 1954 so provided (sec. 312 (e)), but the provision was 
deleted by the Senate. The advisory group recommends no legisla- 
tion with respect to this matter. 

Rights to buy unissued stock.—The advisory group originally 
proposed adding a new rule to section 302 which, in certain cases, 
would permit a redemption to qualify under section 302 (b) (1) 
and (2) even though the redeeming shareholder may retain an 
option to reacquire stock. This rule was to the effect that section 
318 (a) (4), relating to option attribution, would not apply to 
options to acquire unissued stock where the redemption price 
received for the stock did not exceed the price which must be 
paid to acquire a like amount of stock on exercise of the option. 
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The thought was that a right to reinvest in the corporation at the 
same or a higher price should not make the redemption proceeds 
a dividend if the proceeds would not otherwise be so treated. 
The rule was further supplemented by a provision which would 
treat only the excess as a dividend where the redemption price 
did exceed the option price. 

While this rule may be satisfactory in many cases, it became 
apparent upon further consideration that it would not be satis- 
factory in cases where the option has substantial value—a fact 
which may often be impossible to determine at the time of the 
redemption. Thus, a person holding an option to acquire stock 
could have a right of substantial value to be taken into consid- 
eration where the remaining shareholders, at a subsequent date, 
sell their stock to a third party. Where there is an option of 
substantial value, its retention may be inconsistent with any 
assumption that the shareholder has surrendered sufficient stock 
to warrant automatically treating the redemption as giving rise 
to capital gain or loss rather than a dividend. 

In addition, it is difficult to reconcile permitting an option to 
acquire stock to be retained with the requirement of section 302 
(b) (2) that, in order for a redemption to be substantially dispro- 
portionate, the shareholder must, among other conditions, sur- 
render control of the corporation. A person owning an option 
to acquire stock may be in a positon to control corporate policy 
even though he may not have present ownership of the stock. 

In view of the difficulties in introducing into the statute a rule 
which would apply automatically to rights to buy unissued stock, 
and in the belief that the option rule in section 318 (a) (4) can be 
disregarded in appropriate cases under the proposed section 302 
(b) (1) as supplemented by proposed section 302 (b) (6), the 
advisory group has now determined to eliminate such a rule from 
the amendments to section 302 originally proposed. In other 
words, believing that options may be disregarded by the Internal 
Revenue Service or the courts under appropriate circumstances, 
the advisory group now considers it unwise to prescribe statutory 
rules which will compel the Service or the courts to disregard 
the option in all cases meeting certain mechanical tests. 


C. ADDITIONAL MATTERS 


Original issue preferred stock with a high redemption price——The 
advisory group has been asked to consider the problem raised by 
original-issue preferred stock having a high redemption price which 
is issued at a price substantially less than the redemption price. This 
problem was item No. 14 of part I of the November 7, 1956, release 
of the Subcommittee on Internal Revenue Taxation. In some cases 
such stock may be sold, subject to capital gain rates, to a third party 
immediately prior to redemption. In addition, some redemptions of 
this preferred stock may qualify for capital gain treatment. 

The advisory group makes no recommendation upon this problem. 
However, it desires to point out the following matters for considera- 
tion : 

(1) Where the holder of such preferred stock also owns more 
than one percent of the common stock there will be no capital 
gain treatment from a redemption unless there is also a simul- 
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taneous redemption of a significant amount of his common stock, 
except for the possibility that he could invoke section 302 (b) (1) 
(distributions not essentially equivalent to a dividend). 

(2) The advisory group does not feel that there is occasion to 
disturb the longstanding general rule that where a redemption 
of preferred stock is entitled to capital gain treatment, that treat- 
ment applies to the entire amount received, including amounts 
equal to the accrued and unpaid dividends as well as to the par 
value and any redemption premium. 

(3) Possibly, if confined to cases in which there is a mandatory 
sinking fund or a mandatory retirement provision, a rule com- 

arable to section 1232 (involving original issue discount on 
fonds) might be considered with respect to preferred stoek. 
Preferred stock in closely held corporations.—Another problem 
arises in connection with the redemption of preferred stock by a closely 
held corporation. Unlike large publicly held corporations, the small 
closely held corporation must normally look to its stockholders as the 
only market for its preferred stock. As section 302 operates in prac- 
tice, preferred stockholders of publicly held corporations are normally 
not concerned over a dividend tax when their preferred stock is re- 
deemed, even though they also hold common stock in the same cor- 
poration ; on the other hand, in the case of preferred stockholders who 
are also common stockholders of a closely held corporation, the likeli- 
hood of dividend consequences on the redemption of their preferred 
stock is very real. The advisory group has considered the desirability 
of recommending enactment of an additional statutory rule under 
which some redemptions of preferred stock in the hands of common 
stockholders (to which the proposed new sec. 302 (b) (5) would not 
apply) would be permitted to qualify for capital gain treatment, even 
though the redemptions are pro rata and the corporation has accumu- 
lated earnings. The applicability of such a provision could be limited 
to redemptions of preferred stock issued for cash at par and to re- 
demptions involving not more than a specified percentage of the total 
amount of paid-in capital represented by all the stockholders’ stock. 
Or it could be limited to redemption distributions (i) made over a 
specified period of years, (11) representing not more than a specified 
percentage of the capital paid in by the stockholder whose stock is 
redeemed and (iii) conditioned upon his having received from the 
corporation and reported as ordinary income during prior years not 
less than a specified return on his equity investment in the corporation. 
Since any such proposal would involve carving out an exception to 
the general policy of subchapter C with respect to the taxation of 
distributions having the effect of dividends, and since it might have 
an effect upon the revenue, the advisory group has concluded to make 
no recommendation other than that the problem be given considera- 
tion from a policy standpoint. If any such proposal is enacted it 
should contain a provision dealing with the problem of a high re- 
demption price discussed above. 


SECTION 4. DISTRIBUTIONS IN REDEMPTION OF STOCK 
TO PAY DEATH TAXES—AMENDMENT OF SECTION 303 


Existing regulations under section 303 do not permit stock which 
has been acquired by purchase to qualify for a section 303 redemption. 
33066—58——2 
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This rule reflects the intention of Congress "7 Rept. No, 2375, 81st 
Cong., 2d sess., p. 83). This regulatory rule also applies to stock 
received by a legatee in satisfaction of a specific monetary bequest. 
The regulations apparently view the transaction as if the executor in 
fact satisfies the specific bequest with cash which cash is then used 
by the legatee to buy the stock from the estate. 

The proposed amendment to section 303 will permit stock received 
by a legatee from the decedent’s estate in satisfaction of a specific 
monetary bequest to such legatee-shareholder to qualify for redemp- 
tion under section 303. The proposed amendment does not affect 
the general prohibition against qualification for a section 303 redemp- 
tion of stock acquired by purchase as the term “purchase” is generally 
understood. 

The proposed rule also eliminates questions which may arise because 
of Revenue Ruling 56-270, C. B. 1956-1, 325. This ruling involves 
a bequest to a surviving spouse of an amount sufficient to take advan- 
tage of the maximum marital deduction authorized by section 2056. 
It holds that such a fixed formula marital bequest will result in gain 
being recognized to the estate to the extent that the fair market value 
of the property on the date of its distribution in satisfaction of the 
bequest exceeds the basis of the distributed property. In other words, 
the ruling treats such a bequest as a specific monetary bequest. The 
proposed amendment will remove any implication that stock received 
by a surviving spouse in such a case may not be redeemed under 
section 303 if the stock is part of the property left to the spouse under 
the terms of a marital deduction formula. 


SECTION 5. REDEMPTION THROUGH USE OF RELATED 
CORPORATIONS—AMENDMENTS OF SECTION 304 


The advisory group recommendations concerning section 504 are 
intended primarily to make it operate as it is believed Congress 
intended. It is recommended that the fundamental approach of 
section 304 be retained. Section 304 deals with the special situation 
where a shareholder’s stock is acquired from him by a corporate 
entity other than that which issued the stock. ‘The acquiring cor- 
poration may be a brother or sister corporation of the issuing corpo- 
ration (two corporations are said to be brother-sister corporations 
where, for example, all the stock of each is owned directly by the 
same individual). The acquiring corporation may be the subsidiar 
of the issuing corporation. ‘The special rules of section 304 treat such 
an acquisition of stock, in both the brother-sister and parent-subsid- 
iary cases, as a redemption for purposes of testing the distribution 
under the rules of sections 302 and 303 in order to determine whether 
it is a distribution of a taxable dividend or is in part or full payment 
in exchange for the stock acquired. 

The advisory group recommends, in subsection (a) of section 5 of 
the proposed amendments, that the last sentence of section 304 (a) (1) 
of present law be transferred to a new paragraph (3) to be added to 
section 304 (b), and be expanded to apply to redemptions of stock by 
subsidiary corporations as well as to redemptions of stock by so-called 
brother-sister corporations. ‘lhe purpose of the proposed amendment 
is explained more fully below. 
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The advisory group recommends, in subsection (b) of section 5 of 
the proposed amendments, that the last sentence of section 304 (b) (1) 
be revised. Under existing law, in making determinations under 
section 302 (b), in order to test whether a distribution in redemption 
by a corporation other than the issuing corporation shall be treated 
as in part or full payment in exchange for the stock redeemed, the 
50-percent limitation in section 318 (a) (2) (C) relating to corporate 
constructive ownership of stock is eliminated. Thus, for purposes of 
testing a distribution for dividend consequences, a corporation is 
deemed to own all stock owned by any of its shareholders and, con- 
versely, shareholders are deemed to own all stock owned by any 
corporation in which they have an interest. As noted in the com- 
ments under Section 11: Constructive Ownership of Stock—Amend- 
ment of Section 318, the advisory group proposes, in the case of 
attribution from corporations, to reduce the limitation to 5 percent 
(proposed sec. 318 (a) (2) (C)) and proposes, in the case of attribution 
to corporations, to continue the limitation at 50 percent (proposed 
sec. 318 (a) (3) (C)). For purposes of section 304, it is proposed 
that the limitation in section 318 (a) (3) (C) be also reduced to 5 
percent. It is believed that this 5-percent limitation is sufficiently 
low so as not to give rise to tax avoidance. 

Under existing law, if a brother or sister corporation redeems stock 
of the other corporation from one of its shareholders, the amount of 
the distribution in redemption which can be taxed as a dividend to the 
redeeming shareholder is limited to the earnings and profits of the 
acquiring corporation. In the parent-subsidiary case, under existing 
law, the determination of the amount which is a dividend is made 
as if the property were distributed by the subsidiary to the parent 
corporation and immediately thereafter distributed by the parent 
corporation. As a result, if there are earnings and profits in either 
the parent or the subsidiary corporation, the distribution can be taxed 
as a dividend. Under the amendment proposed in subsection (b) (2) 
of section 5, in the brother-sister case, the determination of the amount 
which is a dividend would be made as if the property were distributed 
by the issuing corporation to the acquiring corporation and immedi- 
ately thereafter distributed by the acquiring corporation. In most 
transactions involving redemptions of stock by a brother or a sister 
corporation, the acquiring corporation will become a substantial stock- 
holder of the issuing corporation—if not its actual parent corporation. 
This rule will have general application and also will take care of a 
particular situation brought to the attention of the advisory group. 
Assume, for example, that individual A owning all the stock of the X 
corporation creates the Y corporation. Y corporation then borrows 
money from outside sources to purchase all the stock of the X corpora- 
tion from individual A. If the X corporation is then liquidated into 
the Y corporation and its assets used to pay off the loan, such a trans- 
action may be treated generally as a reorganization accompanied by a 
distribution of boot. However, if the X corporation is not liquidated, 
but merely pays out dividends to the Y corporation to satisfy the 
loan payments, the transaction would appear to be beyond the scope 
of the literal language of section 304. Under the existing statute, the 
attack on the transaction could only be by use of rules developed 
judicially to combat tax avoidance. 








14 REVISED REPORT ON CORPORATE DISTRIBUTIONS 


Under existing law in the case of brother-sister redemptions, the 
stock acquired, for purposes of determining its basis to the corporation, 
is treated as though it were contributed to the corporation’s capital 
by the shareholder. This contribution to capital rule is applied 
regardless of whether the distribution by the acquiring corporation 
is treated as a dividend to the shareholder or whether the transaction 
results in capital-gain consequences. The rule results in a carryover 
in basis of the stock from the shareholder to the acquiring corporation 
in all cases. This is appropriate where the distribution in redemption 
is treated as a dividend to the shareholder. However, it is too broad 
if the redemption distribution is regarded as in part or full payment 
in exchange for the stock acquired. In such a case, the advisory 
group believes that the acquiring corporation should be treated as if 
it had bought the stock and that the basis of such stock in its hands 
should be the amount paid for it. The proposed amendment in sub- 
section (b) (3) of section 5 of the proposed amendments is intended 
to accomplish this result. Under the amendment the basis rule is 
placed in separate paragraph (3) of subsection (b) rather than 
as a separate sentence in the general rule of subsection (a) (1) 
as under existing law. This separate statement of the rule is in- 
tended to make it clear that where the acquired stock has a carry- 
over basis because under the circumstances of its acquisition it is 
considered a contribution to capital, it is so considered for all pur- 
poses of the Internal Revenue Code, including, for example, sec- 
tion 355. 

In the parent-subsidiary case, section 1.304-3 (a) of the regulations 
states that if the distribution is a dividend, a carryover basis results. 
No basis rules are supplied for the case where the distribution in re- 
demption is accorded capital-gain consequences to the shareholder of 
the parent corporation. The proposed amendment in paragraph (3) 
not only changes the rule of existing law in the case of the acquisition 
of stock by a brother or sister corporation but supplies an omission 
from the present statute for the case of a parent-subsidiary acquisi- 
tion. 

By reason of the fact that the constructive ownership rules provide 
that a corporation shall be considered to own the stock owned by its 
shareholder, it is possible to interpret section 304 as treating all 
redemptions to which the section applies as falling only within the 
parent-subsidiary rules although, in fact, all the corporate stock is 
directly owned by individuals. Thus, if individual A owns directly 
all the stock of both the X and Y corporations, the X corporation 
is considered by reason of section 318 (a) (2) (C) toown constructively 
all the stock that A owns in the Y corporation. Accordingly, Y 
corporation is a subsidiary of the X corporation. Such an interpreta- 
tion of the statute would render meaningless the existence of the 
special rules relating to brother-sister redemptions. The possibility of 
such an interpretation is removed by the new sentence proposed in 
subsection (c) of section 5, to be added to section 304 (c) (2). 


SECTION 6. DISTRIBUTIONS OF STOCK AND STOCK 
RIGHTS—AMENDMENT OF SECTION 305 


While section 305 makes stock dividends generally nontaxable, it 
provides, as did prior law, that, where the shareholder has a choice as 
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to medium of payment, the distribution will be taxable whether or 
not he elects to take stock. The question has arisen whether this 
restriction can be avoided by creating two or more classes of common 
stock with dividends payable in cash on some and in stock on others. 
The Treasury has proposed regulations construing the election lan- 
guage in section 305 (b) to cover this situation, the position being 
that the mere existence of such several classes of stock confers a choice 
on the shareholder. The advisory group has carefully considered 
this question and, without intending to affect the interpretation 
of existing law, recommends adding a new section 305 (b) (3) so 
that in the future, irrespective of any question of election, such 
cases will be excluded from nontaxable treatment under section 
305 (a). The proposed new section 305 (b) (3)—which as revised 
incorporates certain improvements not contained in the original 
proposal—will make section 305 (a) inapplicable if a distribution 
is made with respect to common stock of a corporation (whether 
of one or more than one class), such distribution is payable in 
stock (or stock rights) with respect to a portion of such stock 
and in property with respect to the balance and the effect of such 
distribution is to increase the proportionate interest of the 
recipient in the assets and earnings and profits of the corpora- 
tion. It is intended that, for purposes of this provision, the term 
“distribution” will be interpreted to include all related distribu- 
tions on common stock of any or all classes made pursuant to a 
plan. 

This proposal of the advisory group has been criticized par- 
ticularly on the ground that it goes too far in denying nontaxable 
treatment to stock dividends on a class of common stock which 
is not exchangeable for common stock of a class upon which 
dividends are paid in money. In the much publicized case 
which gave rise to the problem under present law, such right of 
exchange existed. In that case, the corporate charter did not 
require stock dividends to be paid on one class of common stock 
and money dividends to be paid on the other, but authorized 
the board of directors to declare either type of dividend on 
either class, and the intention to pay money dividends on one 
class and stock dividends on the other was announced. If the 
statutory line were to be drawn on the basis of exchangeability, 
there would be difficulty in dealing with this type of case and 
with situations where controlling stockholders could in effect ac- 
complish convertibility by causing the corporation to be recapi- 
talized. If in such a case the controlling stockholder is consid- 
ered to have an effective right of exchange, there would be the 
further question whether the attribution of stock ownership rules 
with all the attendant complications should be applied. Again, 
under present law the exchange of common stock for common 
stock of the same corporation is a nontaxable transaction, and 
machinery for effecting such exchanges might well be devised if 
an express provision for exchangeability would produce a dif- 
ferent result under the tax law. Because of difficulties of this 
nature, the advisory group concluded that it would be im- 
practical to make the applicability of the new provision depend 
upon whether the common stock upon which stock dividends are 
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paid is convertible into or exchangeable for common stock re- 
ceiving money dividends. 

The advisory group recognizes that there are arguments 
against adoption of its proposal and that the proposal should 
not be adopted if it is desired as a matter of congressional policy 
to facilitate corporation financing by making it possible for tax- 
payers desiring to escape the burden of the high-tax brackets to 
hold common stock paying regular nontaxable stock dividends 
and those desiring money dividends to hold a common stock pay- 
ing regular dividends in money. The advisory group is con- 
cerned, however, that if this type of capital structure is sanc- 
tioned by the tax law it will become so widely used that it might 
in time endanger the revenue and lead to taxation of stock divi- 
dends, at least to the extent they were taxable under the 1939 
Code. It should not be overlooked that the 1954 Code went 
beyond prior law in making stock dividends generally non- 
taxable, a change which the advisory group believes desirable; 
under the 1939 Code, stock dividends paid on a portion of the 
common stock, the balance of the common stock receiving money 
dividends, would have been taxable because of a resulting change 
in the stockholders’ proportionate interest in the corporation. 
Primarily because of such concern, and because it does not seem 
practical to deal with the situation by giving section 306 treat- 
ment to such stock dividends, the advisory group favors adoption 
of its proposal as revised. The proposal is not intended to affect 
the treatment of waiver-of-dividend cases or cash-in-lieu-of-frac- 
tional shares cases. 

The advisory group likewise considered the problem of stock 
dividends periodically declared, with or without cash dividends. 
The advisory group makes no recommendation for a statutory change 
at this time. If it should develop that the issuing corporations are 
supporting the market for such stock or otherwise actively partici- 
pating in converting the shareholders’ stock dividends into cash, it 
may be necessary to give the matter further consideration. 


SECTION 7. DISPOSITIONS OF CERTAIN STOCK— 
AMENDMENTS OF SECTION 306 


Charitable contributions of section 306 stock—The advisory group 
recommends that an amendment be made to section 170 (relating to 
charitable, etc., contributions, and gifts) applicable to charitable con- 
tributions of section 306 stock. Under existing law, it is possible for a 
shareholder of a corporation to receive a preferred stock dividend on 
his common stock, pay no tax on the stock dividend, and then con- 
tribute the preferred stock to a charitable organization. Although 
the preferred stock is section 306 stock, the sale or redemption of 
which would result in an ordinary income tax to the shareholder, 
there is no “amount realized” on the charitable contribution and, 
accordingly, no tax will be incurred by the shareholder on the con- 
tribution. The shareholder will be entitled to a charitable-contribu- 
tion deduction, moreover, based upon the entire fair market value of 
the preferred stock (subject to the general limitations of sec. 170 (b) )~ 
(See Revenue Ruling 57-328, C. B. 1957-2, 229.) 





REVISED REPORT ON CORPORATE DISTRIBUTIONS 17 


The advisory group believes that charitable contributions of 
section 306 stock are substantially different from charitable con- 
tributions of other stock. By making a contribution of section 306 
stock the shareholder is able, under present law, to obtain a charitable 
contribution deduction based upon corporate earnings and profits 
which have not been taxed to him and, at the same time, he is able 
to keep unchanged his interest in the control and in the future earnings 
of the corporation. Thus, such transactions partake of the nature of 
a bail-out of earnings and profits and differ from the ordinary case of 
a charitable contribution of stock. As noted above, the sale or 
redemption of section 306 stock is accorded ordinary income tax 
treatment under the 1954 Code. This treatment prevents a bail-out 
of earnings and profits by sales or redemptions. The advisory group 
recommends a statutory amendment to prevent a similar form of 
abuse by means of a charitable contribution of section 306 stock. 

(The advisory group does not believe any change in the law should 
ie made with respect to a gift of section 306 stock that is not made 
to a charitable organization since in this situation no charitable 
deduction is available to the donor.) 

The advisory group does not believe that it is appropriate to impose 
a tax upon a charitable contribution of section 306 stock. It believes 
that the appropriate remedy is to amend section 170 by adding an 
additional limitation on the allowance of the deduction for charitable 
contributions. This limitation would reduce the amount of any 
charitable contribution of section 306 stock, for purposes of com- 
puting the amount of the charitable contribution deduction for such 
stock, by the amount which would have been taxed at ordinary income 
rates under section 306 if such stock had been sold instead of con- 
tributed. The statutory amendment recommended by the advisory 
group is as follows: 

Amend section 170 (b) (relating to limitations on deduction 
for charitable, etc., sontebathciah and gifts) by adding at the 
end thereof the following new paragraph: 

(5) Section 306 Srock.—In the case of any charitable contribution 
of section 306 stock, the amount taken into account for purposes of this 
section as the amount of the charitable contribution shall be reduced 
by the amount which would have been treated, under section 306 (a) 
(1) (A), as gain from the sale of property which is not a capital asset 
if the stock so contributed had been sold (for an amount equivalent to 
the fair market value of such stock at the time of the contribution) 


instead of contributed. 

Since, under the proposed amendment, there is a reduction in the 
amount of the charitable contribution only if section 306 (a) (1) (A) 
would have applied to the sale of such stock, the exceptions contained 
in section 306 (b) (1) (A) and (4) to the general rule of section 306 
(a) will be applicable in determining whether any reduction is 
required. 

Section 351 exchanges and capital contributions of section 306 
stock.—The advisory group recommends that sections 306 and 351 be 
amended with respect to transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital. It 
believes that such transfers should be treated as dispositions of section 
306 stock taxable under section 306 (a) (1), subject only to the excep- 
tions contained in section 306 (b) (1) (A) and (4). 
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Under present law, transfers of section 306 stock to a corporation 
in an exchange under section 351 or as a contribution to capital do not 
give rise to an immediate tax since section 351 exchanges are excluded 
(in whole or in part) by section 306 (b) (8) and since a contribution 
to capital does not give rise to an amount realized under section 306 
(a) (1). Section 306 stock so transferred does continue, under present 
law, to be regarded as section 306 stock in the hands of the transferee 
corporation. Moreover, the stock received (or, in the case of a capital 
contribution, the stock previously owned) may also be characterized as 
section 306 stock under present law. However, it is not clear whether 
section 306 (c) (1) may be superseded by section 306 (c) (2) (so that 
the stock of the transferee may escape characterization as sec. 306 
stock) where the corporation to which the stock is transferred does 
not have any earnings and profits. Moreover, the time as of which 
section 306 (a) (1) (A) is to be applied (for the purpose of determin- 
ing the dividend amount under sec. 306 (a) (1) (A) (i1)) is not clear. 

The advisory group believes that the opportunities for avoidance 
which may exist under present law by employing a different corporate 
entity should be eliminated. It also believes it undesirable to create 
two sets of section 306 stock, as under present law, in every section 
351 or capital contribution case. For these reasons, it has recom- 
mended the statutory amendment contained in subsection (a) of sec- 
tion 7 and the statutory amendment to section 351 (a). Under the 
amendment proposed by subsection (a), if the disposition of section 
306 stock is a contribution to the capital of a corporation, the share- 
holder shall be treated, for purposes of section 306 (a) (1) (A), as real- 
izing on the transfer an amount equal to the fair market value of the 
stock at such time. Accordingly, unless the transfer is in termina- 
tion of the shareholder’s interest, under section 306 (b) (1) (A), or is 
not in avoidance, under section 306 (b) (4), the transfer will be taxed 
in the same manner as if the shareholder had sold the stock, to the ex- 
tent that ordinary income would have been realized on such a sale. 
The advisory group’s recommended amendment to section 351 (a), as 
revised—to the effect that stock or securities issued for section 306 
stock shall not be considered as issued in return for property to the 
extent that amounts realized from the disposition of such stock 
would be taxed as ordinary income under section 306 (a) (1) 
(A)—will make inapplicable the exception contained in section 306 
(b) (3), so that all such transfers of section 306 stock will be tax- 
able. The transfer will be taxable under section 306 (a) (1) (A), un- 
less the exception contained in section 306 (b) (1) (A) or in section 
306 (b) (4) applies. The advisory group’s recommended amend- 
ment to section 351 with respect to section 306 stock, however, and the 
rule of present law to the same effect relating to stock or securities 
issued for services, is confined in its operation to denial of the bene- 
fits of section 351 to the recipients of such stock or securities upon 
the particular transaction, and does not prevent such recipients from 
being treated as property transferors for purposes of meeting the con- 
trol test. This distinction is necessary in order to prevent penalizing 
the property transferors by making section 351 inapplicable as to 
everyone because of failure to meet the control test. There is no 
more reason to penalize the property transferors in such cases than 
where more than 20 percent of the stock of a newly formed corpora- 
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tion is issued for cash, as to which the law has been settled since Halli- 
burton v. Commissioner (78 F. 2d 265 (9th Cir., 1935) ). 

Stock having transferred or substituted basis.—Section 306 (c) (1) 
(C) provides, in general, that stock “the basis of which (in the hands 
of the shareholder selling or otherwise disposing of such stock) is 
determined by reference to the basis (in the hands of such shareholder 
or any other person) of section 306 stock” is also section 306 stock. 
Where the fair market value of stock at the time of the gift is lower 
than the donor’s adjusted basis, then, under section 1015, the fair 
market value of the stock is used for purposes of determining loss by 
the donee on a disposition of the stock. The advisory group believes 
it desirable to amend section 306 (c) (1) (C) to make it entirely clear 
that section 306 stock will continue to be regarded as section 306 stock 
in the hands of a donee notwithstanding the applicability of the fair 
market value rule of section 1015 in the case of losses. Accordingly, 
subsection (b) of section 7 amends section 306 (c) (1) (C) to state 
expressly that the basis referred to is the basis for determining gain. 

The attention of the advisory group has been called to the fact that a 
number of provisions not only in subchapter C, but throughout the 
code generally, use the term “adjusted basis” without indicating 
whether the adjusted basis meant is the adjusted basis for gain or the 
adjusted basis for loss. While there may be some instances of am- 
biguity other than in section 306, the advisory group has not analyzed 
all the situations where the term is used, but has confined itself to 
section 306 (c) (1) (C), because of the importance of avoiding any 
possible misconstruction, however farfetched. Consequently, no in- 
ferences should be drawn by reason of the advisory group’s not having 
recommended a similar amendment to any other section. 

Common. stock received in reorganizations in respect of certain 
preferred dividend arrearages——Under section 306 (c) (1) (A), com- 
mon stock distributed with respect to preferred stock in payment of 
dividend arrearages on such preferred stock is section 306 stock to 
the extent that the distribution is not taxable upon receipt under 
section 305 (b) (1). If common stock is received in a recapitaliza- 
tion with respect to preferred stock, however, it cannot be section 
306 stock under section 306 (c) (1) (B), notwithstanding the fact 
that the distribution is in discharge of preferred dividend arrear- 
ages. The advisory group believes that the treatment of common 
stock distributed in a reorganization on account of preferred stock 
dividend arrearages should be conformed in peinaiple to the treat- 
ment of common stock distributed as a dividend to satisfy such divi- 
dend arrearages; i. e., to the extent not taxable such stock should be 
treated as section 306 stock. Accordingly, paragraph (2) of subsec- 
tion (b) of section 7 would amend section 306 by adding a new special 
rule which would characterize common stock received in respect of 
dividend rights for the current year or preceding taxable years on 
preferred stock as section 306 stock if the transaction otherwise 
meets the requirements contained in section 306 (c) (1) (B). An 
exception to the foregoing treatment would be provided under 
the revised amendment in any case in which the preferred stock 
is itself exchanged for common stock as part of the same transac- 
tion. The advisory group believes that such an exception is 
appropriate since the effect of the exchange is to downgrade the 
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preferred stock generally in a situation which results in a re- 
duction in value of the stockholders’ interest. The advisory group 
does not believe that such a case is properly within the section 
306 framework. 

Application of constructive ownership rules where stock is received 
in a corporate reorganization or separation.—In determining whether 
stock received in a reorganization or a corporate separation is section 
306 stock under section 306 (c) (1) (B), the advisory group is of the 
opinion that the relationship of the recipient shareholder to the other 
shareholders should be taken into account. For example, if a hus- 
band and wife each own one-half of the outstanding common stock of 
a corporation and the corporation is recapitalized so that the wife 
owns only preferred stock and the husband owns only common stock, 
the preferred stock should be section 306 stock in the hands of the 
wife if the transaction would otherwise come within the definition 
contained in section 306 (c) (1) (B). Accordingly, paragraph (2) of 
subsection (b) of section 7 would amend section 306 (c) by adding a 
provision making it clear that, for the purpose of determining the 
extent to which the effect of a transaction described in section 306 (c) 
(1) (B) was substantially the same as the receipt of a stock dividend, 
section 318 (a) shall apply to the extent generally applicable in the 
determination of whether a distribution, redemption, or exchange, as 
the case may be, is the equivalent of a dividend. As in the case of the 
advisory group’s action with respect to the application of the construc- 
tive ownership rules under section 302, the advisory group is of the 
opinion that the constructive ownership rules should not be automati- 
eally applied in a rigid manner in every case, but rather there should 
be flexibility permitting these rules to be taken into account and, in 
appropriate cases, to be outweighed by the remaining circumstances 
surrounding the transaction. 

The advisory group also considered whether the present definition 
of section 306 stock in the case of corporate reorganizations and sepa- 
rations should be revised and whether the interpretation of this defini- 
tion by the regulations was appropriate. The regulations, at section 
1.306-3 (d), provide that-- 

Ordinarily, section 306 stock includes stock which is not common stock received 

in pursuance of a plan of reorganization (within the meaning of sec. 368 (a)) or 
recejved in a distribution or exchange to which section 355 (or so much of sec. 
356 as relates to sec. 355) applies if cash received in lieu of such stock would have 
been treated as a dividend under section 356 (a) (2) or would have been treated 
as a distribution to which section 301 applies by virtue of section 356 (b) or 
section 302 (d). 
In addition, the regulations contain an example to the effect that pre- 
ferred stock exchanged for preferred stock of a new issue in a recapi- 
talization is not section 306 stock if the preferred stock exchanged is 
not section 306 stock and if the new preferred stock is not substan- 
tially different from the preferred stock previously held. The ad- 
visory group does not recommend any legislation with respect to this 
matter. It believes that the interpretation of the present statutory 
test by the regulations provides a satisfactory interpretation of the 
statute, particularly in view of the example relating to the exchange 
of preferred stock for new preferred stock. 
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In addition to the foregoing matters, the advisory group considered 
generally the exceptions contained in section 306 (b) to the rules of 
taxation provided by section 306 (a). The advisory group does not 
recommend any legislation with respect to these exceptions. It does, 
however, suggest that consideration might be given to a possible 
statutory amendment in subchapter J providing for nonrecogni- 
tion of gain or loss in connection with the use of a post mortem 
section 306 stock dividend in order to satisfy a fixed-formula 
marital bequest (including a marital deduction trust), accom- 
panied by a carryover basis from the estate to the beneficiary or 
trustee, thereby preserving the stock’s section 306 status. The 
problem here discussed may involve considerations outside the 
section 306 area inasmuch as it requires an evaluation of the 
policy expressed in Revenue Ruling 56-270 (see p. 12 of this 
report). Accordingly, the advisory group believes that it is 
more appropriately to be considered in connection with revision 
of subchapter J. 

The advisory group has considered a number of additional problems 
with respect to section 306. In general, these problems relate to 
matters of greater complexity than the matters discussed above. In- 
cluded among them was the so-called lost-basis problem, also 
present in section 302 and covered by proposed section 302 (e). 
The advisory group is of the opinion, however, that section 306 
being essentially an in terrorem provision, there is no pressing 
necessity at the present time for developing further refinements 
in an already complicated provision, though further considera- 
tion might be given to the problem. 


SECTION 8. BASIS OF STOCK AND STOCK RIGHTS AC- 
QUIRED IN DISTRIBUTIONS—AMENDMENT OF SEC- 
TION 307 


Additional limitation on application of zero basis rule—The advis- 
ory group recommends that the zero basis rule applicable in the case 
of distributions of stock rights be limited to situations where the ag- 
gregate fair market value of the rights received by the taxpayer from 
the distributing corporation does not exceed $1,000 at the time of the 
distribution. ‘This limitation, as well as the existing requirement 
that the fair market value of the rights must be less than 15 percent 
of the fair market value of the old stock at the time of distribution, 
is desirable in order to confine the rule to situations involving rela- 
tively small amounts of basis. Where the amount of basis is substan- 
tial the failure to allocate basis as provided by the general rule may 
have a substantial tax effect and may, in some cases, be subject to 
abuse. For example, a substantial amount of stock may be acquired 
just before a distribution of stock rights is made. The shareholder 
then receives the stock rights and exercises them. The distribution 
of the stock rights may temporarily depress the selling price of the 
stock. Ifthe zero basis rule provided in section 305 (b) is applicable, 
the shareholder may be able to realize a loss on the sale of the stock 
with respect to which the stock rights were distributed since the 
basis of such stock will not have been reduced by reason of the dis- 
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tribution. If the shareholder is a dealer, his loss will be an ordinary 
loss, deductible against ordinary income. [If he is not a dealer, the 
loss on the sale will be a short-term capital loss which can be offset 
against any capital gains the shareholder may have. (The taxpayer’s 
short-term capital gains, in the absence of such an offset, would 
otherwise be taxed as ordinary income.) The stock acquired by 
virtue of the exercise of the rights can be held for 6 months and sold 
as a capital asset, thereby obtaining long-term capital gain or loss 
treatment. (In the case of a dealer, the stock must, within 30 days 
after receipt, be clearly identified in the dealer’s records as a security 
held for investment in order to acquire status as a capital asset.) 

Extension of zero-basis rule to fractional shares of stock.—The advi- 
sory group considered extending the zero-basis rule provided by section 
307 (b) for certain stock rights to fractional shares of stock received 
by reason of a nontaxable dividend. Where a corporation makes a 
distribution of its stock to which section 305 (a) applies and, by 
reason of the number of shares owned by a shareholder, he receives 
a fractional share of stock (or an interest therein, as scrip) it is neces- 
sary under present law to allocate the basis of the stock with respect 
to which the distribution was made between that stock and the new 
stock received. The purpose and effect of the zero-basis rule pro- 
vided by section 307 (b) in the case of stock rights is to eliminate 
the necessity for making negligible basis allocations and thereby sim- 
plifying basis computations. However, in the case of fractional share 
dividends, as contrasted to distributions of stock rights, the applica- 
tion of a zero-basis rule, without more, would not eliminate the 
necessity for complicated basis adjustments. The advisory group 
believes that it is not desirable to amend the statute with respect to 
such distributions unless a statutory rule of general application can 
be developed which will avoid such complexities. No such rule has 
yet been developed. 


SECTION 9. TAXABILITY OF CORPORATION ON DISTRI- 
BUTION—AMENDMENTS OF SECTION 311 


T echnical amendment.—Section 311 (a) has been amended to list the 
additional exception contained in subsection (b) of section 9 of the 
proposed amendments and to list the exception contained in section 
16 (a) of the proposed amendments. 

Tax treatment of inventory assets distribution—Present law under 
section 311 provides that, except in two limited instances (relating 
to LIFO inventory and liabilities in excess of basis), the corporation 
is not taxed on property distributed to shareholders with respect to 
their stock. The proposed amendment would, by adding a new sub- 
section (d) to section 311, modify the general rule somewhat in the 
case of certain specified distributions of inventory assets. 

The purpose of the proposed amendment is to prevent the allowance 
to a corporation of any double offset to its gross income through the 
distribution to shareholders of items which otherwise would be sold 
in the course of business or produce ordinary income. Under the 
proposal deductions, credits, and allowances attributable to the dis- 
tributed items would be restored and the inventory account of the dis- 
tributing corporation with respect to those items would be readjusted. 
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Under the proposed amendment, it is made clear that the inventory 
assets referred to are similar to those with respect to which earnin 
and profits adjustments are made under section 312 (b) (2). While 
it is apparent that the chief application of the proposed amendment 
will relate to property which is properly includible in: inventory or 
held for sale to customers it may also be made applicable to “unreal- 
ized receivables” in any instances where the purchase and carrying of 
these items by the distributing corporation would have resulted in the 
incurring of such costs. 

Under paragraphs (1) and (2), it is intended that the distributing 
yaad omer shall restore to gross income any deductions, or other 
credits or allowances (whether or not technically deductions) relating 
to the distributed inventory assets. Thus, if the distributed items 
were agricultural products with respect to which expenses of fertiliza- 
tion or other items were incurred, it is intended that the cost thereof 
be included in the gross income of the distributing corporation for the 
taxable year of the distribution. 

It is intended that the precise manner in which such costs shall be 
restored and the determination of the extent to which costs shall be 
allocable to the distributed assets shall be determined under regula- 
tions prescribed by the Secretary. In this regard, it is the intention 
of the advisory group that onlyeosts directly attributable to the inven- 
tory assets under a recognized method of accounting be taken into 
account except in unusual instances. Where an option exists as to 
the manner of treatment of any item, such as in the case of deprecia- 
tion, it is intended that such an‘item be restored to income, if it was, 
in fact, taken into account as part of the cost of carrying the inventory. 
The general rules of paragraphs (1) and (2) will be applied whether 
or not the item in question results in a reduction of the distributing 
corporation’s taxes. 

Under paragraph (3), a rule is preseribed with respect to inventory 
itself. It is intended in this respect that Revenue Ruling 57-490, 
C. B. 1957-2, 231, shall apply and that, in the case of any inven- 
tory assets distributed, an adjustment will be made effecting the re- 
moval of the assets and any costs pertaining thereto from the opening 
inventory and/or subsequent cost records of the corporation for the 
year in which the distribution is made. 

In such case the costs relating to items deemed to have been dis- 
tributed will measure the amount of income to be restored. Such 
determinations shall be made under regulations prescribed by the 
Secretary or his delegate. In making this determination due regard 
will be given to the effect, if any, of the application of section 311 (b). 


SECTION 10. DEFINITION OF INDEBTEDNESS OF A COR- 
PORATION—AMENDMENTS OF SECTION 317 


Clarification of the status of indebtedness to shareholders—Under 
the existing administrative practice and court decisions there is con- 
siderable uncertainty as to the proper income-tax treatment of cor- 
porate debt obligations held by shareholders. The problem has been 
fruitful of much controversy and litigation during recent years. The 
uncertainty is illustrated by the recent decision of the Court of Appeals 
for the Second Circuit in Gilbert et al. v. Commissioner, now pending 
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on appeal for the second time, which involved advances to a corpo- 
ration by its two stockholders. The court remanded the case to the 
Tax Court because of its failure to specify the standards it followed 
in concluding that the advances constituted contributions to capital 
rather than loans. Yet, as indicated by the separate opinions of each 
of the three judges, the appellate court could not agree upon what 
standards Congress intended should be followed in determining the 
status of the advances for tax purposes. 

The advisory group recommends that consideration be given to the 
desirability of providing greater certainty in this area as a guide to 
taxpayers, administrators, and courts in ordinary cases, It is believed 
that such a provision would be of special benefit to small incorporated 
businesses and the owners thereof; for, unlike publicly held corpora- 
tions, small closely held corporate businesses must often look to their 
stockholders as the only source of borrowed money. 

The protection afforded by the proposed section 317 (c) is 
designed to be available only to very narrowly limited types of 
obligations of the clearest sort, and is intended to be without 
prejudice to the determination of the status of other alleged 
obligations not coming within its strict requirements. For ex- 
ample, the definition is not intended to affect the determination 
of the character and validity of an obligation the interest on 
which is payable only out of income, a type of obligation com- 
monly used in railroad financing; the intent on the contrary is 
that the status of such an obligation should be determined with- 
out unfavorable inference drawn from the fact that it does not 
fall within the strict terms of the proposed definition. The same 
intention exists with respect to obiigations which fail to come 
within the definition because of subordination to the claims of 
trade creditors generally, or because of failure to meet the 5-to-1 
test or for some other reason. This point is emphasized because 
the principal concern the advisory group has had concerning 
the proposed definition—a concern we understand to be shared 
by others—is the risk that, instead of being in the nature of a 
relief or clarifying measure in a limited carved-out area, it may 
tend to become the rule and thereby unduly narrow the existing 
meaning of indebtedness. Unless it is made clear that the defi- 
nition is not intended to be and should not be considered to be 
exclusive, the advisory group would not favor its enactment. 
The proposed provision may be enacted or rejected without effect 
upon the other recommendations of the advisory group. The 
proposed section 317 (c) as revised incorporates certain technical 
improvements in the language of the definition not contained in 
the original proposal. 

Technical clarifying amendment.—Section 317 (b) provides that 
“for purposes of this part” (i. e., pt. I of subch. C) if a corporation 
acquires its stock from a shareholder in exchange for property and 
holds it as treasury stock, such stock shall be treated as redeemed. 
Since part II of subchapter C also deals to some extent with redemp- 
tions of stock, the advisory group recommends that, for clarification 
purposes, section 317 (b) be amended by changing the word “part” to 
“subchapter.” This is accomplished by the proposed amendment to 
section 317 (b). 
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SECTION 11. CONSTRUCTIVE OWNERSHIP OF STOCK— 
AMENDMENT OF SECTION 318 


Attribution from grand parents.—Section 318 (a) (1) of the present 
law provides that stock owned by grandchildren is to be considered 
owned by their grandparents, but stock owned by grandparents is not 
considered owned by their grandchildren. In the proposed revision of 
section 318 the advisory group recommends that there be attribution 
of stock owned by grandparents to their grandchildren. This change 
in present law serves to make the rules of stock attribution more sym- 
metrical, and is supported by the natural expectation of inheritance 
of stock by lineal descendants. 

Attribution in case of spouses separated by interlocutory divorce 
decrees.—Section 318 (a) (1) in the present law provides that there 
shall be no attribution of stock between spouses legally separated 
under a decree of divorce. However, cases arising in other contexts 
(such as the right to file a joint return) have interpreted the phrase 
“decree of divorce” as not including an interlocutory decree of divorce. 
(See Joyce Primrose Lane, 26 T. C. 405 (Acq.) ; Alarriner S. Eccles, 
208 F. 2d 796, Revenue Ruling 57-368, C. B. 1957-2, 896.) The advi- 
sory group recommends that section 318 (a) (1) be amended to pro- 
vide specifically that there will be no attribution between spouses sepa- 
rated under an interlocutory decree of divorce. 

Attribution from and to partnerships, estates, trusts, and corpora: 
tions.—Under the present rules of section 318 (a) some of the most 
difficult problems have arisen because of the reattribution of stock 
into and out of partnerships, trusts, estates, and corporations. Thus, 
under present law, stock owned by a partner is treated as owned by 
any partnerships of which he is a member; and according to the regu- 
lations and the literal statutory language, the stock thus constructively 
owned by the partnership is again attributed to the other partners 
in proportion to their interests in the partnership. Similar :reattri- 
bution exists among co-beneficiaries of estates and trusts and stock- 
holders of corporations. In the proposed revision it is recommended 
that this reattribution aspect of the attribution rules be eliminated. 
Separate subdivisions have been drafted, with the rules of attribution 
from such entities incorporated in paragraph (2) and the rules of 
attribution to such entities included in paragraph (3). Paragraph 
(5) (C) of the proposed amendment then provides that stock attrib- 
ute to the entities under paragraph (3) shall not be reattributed 
under paragraph (2). 

It should be noted that the advisory group has recommended 
in proposed section 302 (c) (1) that, in testing whether a redemp- 
tion of stock qualifies as a disproportionate redemption under 
section 302 (b) (2) or a complete termination under section 302 
(b) (3), the tests under such sections are applied separately for 
each partner. Under such separate testing, the stock owned by 
the partnership is considered to have been distributed to the 
partners immediately prior to the redemption and the stock 
redeemed is considered to have been redeemed in the hands of 
each partner. As a result, partners who own additional stock 
individually may have dividend treatment on the redemption 
while others may have capital gain treatment. 








26 REVISED REPORT ON CORPORATE DISTRIBUTIONS 


The suggestion has been made that, with the adoption of this 
rule in the redemption area, there is no need for any rule in 
section 318 attributing ownership of stock by partners in their 
individual capacities to the partnership. It should be pointed 
out, however, that the rules of constructive ownership apply in 
other areas than redemption, such as section 334 (b) (2). Sup- 
pose A and B in their individual capacities own all the stock of 
the X corporation and the A and B partnership owns all the 
stock of the Y corporation. To prevent section 334 (b) (2) from 
applying to a purchase of the Y stock by the X corporation, it 
is necessary to attribute A’s and B’s ownership of the X stock to 
the A and B partnership. 

(a) Attribution from partnerships, estates, trusts, and corpora- 
tions.—Under present section 318 stock owned by a partnership, es- 
tate, trust, or corporation is considered owned proportionately by the 

artners, beneficiaries, and shareholders. This principle is retained. 
owever, some changes have been made in its application. 

Under present section 318 (a) (2) (C) (i) stock owned by a cor- 
poration is considered owned by a shareholder only if that shareholder 
owns 50 percent or more in value of the stock of the corporation. 
The advisory group recommends that this 50-percent limitation on 
attribution be eliminated. A shareholder has a beneficial interest in 
stock owned by a corporation of which he is the owner just as the 
partner does in stock owned by a partnership. It is believed that the 
attribution rules rest on ownership of the beneficial interest in stock 
and not on principles of contro] of the stock. One of the main effects 
of the 50-percent limitation in present section 318 is to limit the reat- 
tribution described above. In view of the proposed elimination of 
reattribution in such cases there seems to be no need to retain this 
distinction between partnerships and corporations. 

It is recommended, however, that a 5-percent limitation be inserted 
in all cases. This will eliminate de minimis computations so that per- 
sons having smal] interests in corporations, partnerships, trusts, and 
estates can ignore the attribution computations. See proposed sec- 
tion 318 (a) (2). 

The method of computing the proportion of ownership of a cor- 
poration by a shareholder under present law is based on the value of 
the shareholder’s stock ownership. The advisory group feels that 
this method should be retained. However, it is proposed that pre- 
ferred stock be specifically eliminated from such computations of 
value. See proposed section 318 (a) (2) (C). 

In the case of attribution of stock from a partnership to a partner, 
present section 318 does not state how this proportion is to be measured. 
The advisory group recommends that it be specifically provided that 
this proportion be based on either interest in profits or in capital of 
a partnership, whichever is greater, in the case of the partner to 
whom the stock of the partnership is being attributed. See proposed 
section 318 (a) (2) (A). 

Under present law attribution of stock owned by a trust to a ben- 
eficiary is made in accordance with the beneficiary’s actuaria! interest 
in the trust. However, attribution of stock owned by estates to bene- 
ficiaries is made in accordance with the beneficiary’s present interest 
in the estate. The advisory group recommends that estates and 
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trusts be treated alike for purposes of determining the proportionate 
interest of beneficiaries. It recommends that in both instances this 
proportion be determined on an actuarial basis. A number of other 
means were considered but were determined to be too complex. 
Adoption of the rules applicable to estates, which would provide for 
attribution only to present income beneficiaries, is felt to be inadvisable 
for purposes of subchapter C. For example, if the income beneficiary 
of an estate or trust is of an advanced age it would not seem appropri- 
ate to ignore entirely the interest of the remaindermen. See proposed 
section 318 (a) (2) (B). 

Where stock owned by an estate has been specifically bequeathed 
to certain beneficiaries the advisory group recommends that this stock 
not be attributed to other beneficiaries. This stock would be attributed 
only to the beneficiaries to whom it is specifically bequeathed and 
in proportion to their relative interests in the stock. Likewise, where 
a beneficiary of an estate is specifically bequeathed property other 
than the stock in question, the advisory group recommends that the 
stock should not be attributed to that beneficiary, but should be at- 
tributed exclusively to the other beneficiaries in proportion to their 
interest in the remainder of the estate excluding the property specifi- 
cally bequeathed. See proposed section 318 (a) (2) (B) (i). 

As originally proposed, the advisory group recommendation in 
section 318 (a) (2) (B) (i) with respect to specific bequests of stock 
was limited to beneficiaries of estates. The proposed rule has, 
however, been extended in the revised report to trust beneficiaries. 
As so extended, a remainderman of a trust who cannot under any 
circumstances receive any interest in the stock of a particular 
corporation, including the accumulated income therefrom, will 
not be considered constructively to own any of such stock. The 
income beneficiary of a trust may, of course, be considered the 
constructive owner of such stock, to the extent of his actuarial 
interest, even though under the terms of the trust instrument the 
particular stock may never be distributable to him. 

(6) Attribution to partnerships, estates, trusts, and corporations.— 
Present law provides for attribution to a partnership of stock owned 
by partners, attribution to an estate of stock owned by beneficiaries, 
attribution to a trust of stock owned by beneficiaries except where 
tle beneficiary has only a remote contingent interest in the trust, and 
attribution to a corporation of stock owned by a shareholder who 
owns 50 percent or more in value of the stock of a corporation. 

The advisory group recommends that, with respect to attribution 
to partnerships, estates, and trusts, stock be attributed from the 
owner to the partnership, estate, or trust only where the owner has 
an interest of 5 percent or more in that entity. This 5-percent interest 
is to be computed on the same basis as the 5-percent interests are com- 
puted for purposes of attribution from such entities. This recom- 
mendation involves the following changes from present law: 

(1) There will be no attribution from beneficiaries to trusts 
where the beneficiary has less than a 5-percent actuarial interest, 
regardless of whether that interest is vested or contingent, whereas 
under present law there is attribution if the beneficiary’s interest is 
vested. (See proposed sec. 318 (a) (3) (B).) 
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(2) There will be no attribution from beneficiaries to estates 
where the beneficiary has an actuarial interest of less than 5 per- 
cent in the estate, whereas under present law there is attribution 
from all beneficiaries to estates. Further, under the proposed 
revision, stock owned by a beneficiary will not be attributable 
to an estate or trust if the beneficiary cannot under any 
circumstances receive from the estate or trust any interest 
in the corporation actually owned by the estate or trust, any 
income from such stock, or any interest in the proceeds of 
disposition thereof. Under this latter rule, for example, stock 
owned by a beneficiary will not be attributed to the estate if the 
beneficiary’s only interest in the estate consists of a specific be- 
quest of real property; but it will be so attributed if he is to be 
the recipient of a bequest of a sum of money or is a residiary 
legatee, if he has an interest of 5 percent or more in the estate. 
(See proposed sec. 318 (a) (3) (B).) 

(3) There will be attribution from partners to partnerships 
only if the partner has a 5-percent interest in either the capital or 
profits of the partnership, whereas under present law there is 
attribution from all partners to partnerships. (See proposed 
sec. 318 (a) (3) (A).) However, attribution from partners to 
partnerships will have no effect with respect to the operation of 
the substantial disproportionality rule of section 302 (b) (2) 
and the complete termination of interest rule of section 302 
(b) (3) in the case of redemption of stock owned by a partner- 
ship, in view of the proposed special provision in the second 
sentence of section 302 (c) (1). 

It has been suggested that the attribution of stock between 
estates and trusts and their beneficiaries should be required 
only where the beneficiary has a 50 percent actuarial interest in 
the estate or trust. Among the reasons why this suggestion has 
not been adopted by the advisory group is the fact that actuarial 
values, based on age alone, cannot reflect all the factual circum- 
stances of a particular case. : Thus, the actuarial value of a 
remainderman’s interest in the corpus of a trust may be relatively 
small because the income beneficiary is young but the state of 
health of the income beneficiary may be such that the remainder- 
man has an expectancy which, in reality, is of substantial value. 
For example, a remainder interest following a life income bene- 
ficiary who is under the age of 52 has an actuarial value of 
approximately 50 percent. The advisory group did not believe 
that attribution should be eliminated between trusts and remaind- 
ermen in all cases where the life income beneficiary is under age 
52, nor between trusts and life income beneficiaries in all cases 
where the beneficiary is over that age. The advisory group be- 
lieves that cases involving stock attribution between beneficiaries 
and estates and trusts can most equitably be handled under the 
rules of proposed section 302 (b) (1), as supplemented by proposed 
section 302 (b) (6). See pages 5 and 6 of this report. 

The advisory group recommends that the rule of present law re- 
stricting attribution from a shareholder to a corporation to cases in 
which the shareholder owns 50 percent or more in value of the stock 
of the corporation be retained. (See proposed sec. 318 (a) (3) (C).) 
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The attribution to a corporation of all stock owned by minority 
shareholders can result in unfairness, since there may be no prac- 
tical working relationship between them and the corporation or the 
other shareholders, and the information as to their holdings in other 
corporations may be difficult to obtain. Where necessary in other 
sections of subchapter C (as, for example, in the proposed section 
304 (c) (2)) the 50-percent requirement can be reduced by specific 
provision in such sections. Under the proposed revision of section 
318 (a) (3) (C) stock which is limited and preferred as to dividends 
will be excluded in determining the 50-percent ownership. 

It has been suggested that constructive ownership by a corpo- 
ration of stock owned by its shareholders can be eliminated en- 
tirely, without giving rise to tax avoidance opportunities. This 
suggestion is supported by pointing to the 85 percent deduction 
allowed corporations for dividends received which makes it 
advantageous for most corporations to have a distribution treated 
as a dividend rather than as a capital gain. While this may be 
true in many cases, it should be noted that a corporation may still 
be affected adversely by treating a distribution as a dividend. 
For example, the receipt of dividends is of consequence in the 
determination of personal holding company tax and accumulated 
earnings tax. Accordingly, the advisory group believes that the 
question of whether a corporation is in receipt of dividend income 
on a redemption of stock owned by it in another corporation 
should, in general, be determined in a manner consistent with that 
provided for redemption of stock by a noncorporate taxpayer. 

O ptions—See the comments under Section 3: Distributions in 
Redemption of Stock—Amendment of Section 302, relating to rights 
to buy unissued stock. 

Operating rules.—In view of the new limitations on reattribution 
contained in paragraph (5) (C), it is recommended that the priority of 
the option attribution rules be expanded to take precedence over all 
other rules. ‘This is accomplished in paragraph (5) (D). 

Paragraph (5) (E) of the proposed revision incorporates certain 
rules now found in section 1.318-1 (b) of the regulations. The specific 
inclusion of these rules in the statute seems advisable. Paragraph (5) 
(E) also contains in clause (iii) a specific statement that the rules of 
stock attribution are to apply in making the 5-percent computation 
required in paragraph (2) (C) and the 50-percent computation re- 
quired in paragraph (3) (C) of the proposed revision. 


SECTION 12. GAIN OR LOSS TO SHAREHOLDERS IN COR- 
PORATE LIQUIDATIONS—AMENDMENT OF SECTION 


331 AND REPEAL OF SECTION 333—COLLAPSIBLE COR- 
PORATIONS 


A. EXISTING LAW 


Section 331 of present law treats a partial or complete liquidation 
of a corporation as representing a sale by the shareholder of his in- 
terest in the corporation. Speaking generally, the shareholder real- 
izes capital gain or loss in the amount of the difference between his 
basis for his stock and the fair market value of the property he 
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receives in the liquidation. This rule creates two significant difficul- 
ties: 

1. Taxation of gain without change in beneficial ownership.—While 
the transfer of assets by individuals in exchange for the stock of a 
new corporation upon its organization is not treated as a taxable 
transaction (sec. 351), a transfer of the assets from the corporation 
to the individual shareholders upon liquidation of the corporation 
is treated as a sale by the shareholders of their stock in the corpora- 
tion. Gain or loss to the shareholders is recognized even though no 
beneficial interest in the assets has passed from them to third parties. 
Thus if A owns real estate which cost $10,000 and is worth $25 5000, 
he may transfer the property to a newly organized corporation in 
exchange for its stock without tax; but if thereafter he dissolves the 
corporation and receives back the same property in complete liquida- 
tion of the corporation, he is subjected to tax on $15,000 of gain. 

The harshness of the rule subjecting a stockholder to capital-gains 
tax on appreciation in corporate assets when he merely dissolves a 
corporation without selling the assets to third parties has been allevi- 
ated from time to time in a provision now contained in section 333. 
This section, in general, permits nonrecognition of gain or loss to the 
shareholder if the cor poration is completely liquidated within a period 
of one calendar month, but subject to two important exceptions: (1) 
Gain is recognized to the extent of any cash and to the extent of any 
stock or securities acquired by the corporation after 1953, and (2) to 
the extent of any accumulated earnings or profits of the corporation 
gain is rec ognized and taxed to the shareholder as a dividend. Sec- 
tion 333 is not mand: atory in its operation, but may be invoked at the 
election of 80 percent of the shareholders. Because of the drastic 
effect of taxing the accumulated earnings as a dividend at surtax 

rates to the shareholders at the time of the liquidation, and because 

of the other complexities of the present provision, it has been used 
by shareholders only to a very limited extent. The advisory group 
understands that in the entire history of this provision only some 
1,500 corporations have elected to be governed by its rules. 

2. Conversion of ordinary income into capital gain.—The general 
treatment of a corporate liquidation as the equivalent of a sale by the 
shareholder of his stock permits individual shareholders to make use 
of a corporation in order to convert into capital gain (with a maxi- 
mum tax of 25 percent) profits which would be ordinary income to 
them (taxable up to 91 percent) in the absence of a corporation. For 
example, assume that an individual pays $10,000 into a new wholly 
owned corporation for all its stock. The corporation purchases for 
$10,000 inventory which soon appreciates in value to $25,000. The 
individual may, if there is no special statutory barrier, dissolve the 
corporation, pay a capital gains tax on $15,000 and sell the inventory 
without any profit being subjected to tax as ordinary income either in 
the hands of the corporation or in the hands of the individual. 

In an effort to prevent such abuses, the 1954 Code contains a pro- 
vision in section 341 relating to so-called collapsible corporations. 
Originally enacted in 1950 primarily to deal with certain temporary 
motion picture corporations and real estate construction corporations, 
it was extended in 1951 to cover corporations owning appreciated 
inventories and in 1954 to corporations having a broad category of 
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so-called unrealized receivables and numerous items of real property 
and depreciable property used in trade or business. Certain restric- 
tions upon the operation of the provision were enacted as section 
341 (e) by section 20 of the Technical Amendments Act of 1958. 

In existing law a collapsible corporation is one formed or availed of 
principally for the manufacture, construction or production of prop- 
erty, or the purchase of certain property, with a view to the sale or 
exchange of the stock by the shareholders before the corporation real- 
izes a substantial part of the taxable income to be derived from the 
property. There is a possibility that section 341 today (aside from 
the restrictions contained in the recently enacted section 341 (e)) 
may not only be a shield to protect the revenue against conversion of 
ordinary income into capital gain, but that it may also be an offensive 
weapon to convert into ordinary income items which would clearly be 
capital gain if the shareholders had not made use of a corporation. It 
has the further defect of depending for its application upon the 
intention of the shareholders of the corporation, and is difficult of 
application on a consistent and nondiscriminatory basis. 

In the internal-revenue bill of 1954 (H. R. 8300) in the form in 
which it passed the House of Representatives, the Code would have 
been amended to adopt a different approach to the matter of corporate 
liquidations and collapsibles. The basic principle of the House bill in 
1954 was to treat a corporate liquidation as a transaction on which 
gain would not be recognized to a shareholder except to the extent that 
the basis to the corporation for its assets distributed in the liquidation 
exceeds the basis to the shareholders of their stock in the corporation. 
With respect to a shareholder who had held his stock throughout the 
corporate exitsence, the excess of corporate asset basis over his stock 
basis will, in general, represent the accumulated earnings and profits 
of the corporation. This will also be true, in general, with respect to 
a shareholder who has purchased his stock from another stockholder, 
if there is taken into account the capital gain or loss realized by the 
predecessor holders of the stock on the sales made by them. Thus, 
under this system, income derived by the corporation would bear a 
corporate income tax and if not distributed out as a dividend would 
bear, in addition, a capital-gains tax to the shareholders upon the sale 
of the stock or liquidation of the corporation, except to the extent such 
income is offset by any depreciation in value of the corporate assets. 
Unrealized appreciation in the corporate assets would not be taken 
into account in determining the liquidation gain of the shareholder. 

This approach of the 1954 bill as it passed the House of Representa- 
tives was not adopted in the final version of the 1954 Code. Instead, 
the final Code returned to the prior law with a number of modifica- 
tions in the area of “collapsible corporations.” After considerable 
deliberation, the advisory group has concluded that the approach of 
the House bill in 1954 is fundamentally sound and should be adopted, 
but with a number of important changes which, it believes, remove 
the principal objections made to the House bill at that time. 


B. PROPOSED REVISION OF SECTION 3381 


Section 12 (a) of the proposed amendments revises section 331 
of the Code. In the proposed revision, section 331 (a) would con- 
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tinue the rules of existing law that amounts distributed in complete 
liquidation of the corporation shall be treated as in full payment 
in exchange for the stock, and amounts distributed in partial liqui- 
dation shall be treated as in part or full payment in exchange for 
the stock. Thus the amount of gain or loss realized in the transaction 
would continue to be computed, as in existing law, by the difference 
between (1) the value of the assets received and (2) the basis to the 
shareholder of the stock plus the corporate liabilities assumed by the 
shareholder and liabilities to which the distributed property is subject. 

However, in the proposed revision there would be inserted a new 
section 331 (b) dealing with the extent to which the realized gain will 
be recognized to the shareholder. Section 331 (b) (1) and (2) in the 
revision deal with cases in which gain is realized by the shareholders. 
Section 331 (b) (1) (A) provides, in general, that if the adjusted 
basis to the corporation for the assets distributed in liquidation (in- 
creased by any gain recognized to the corporation upon the distribu- 
tion—which might occur by virtue of secs. 311 or 453 (d)) exceeds the 
sum of the basis to the shareholder for his stock plus the corporate lia- 
bilities assumed by him in the liquidation and the liabilities to which 
the property is subject, then gain will be recognized only to the extent 
of such excess. Section 331 (b) (1) (B) provides, in general, that if 
there is no such excess no gain will be recognized on the liquidation. 
While these two rules could be combined in a single paragraph, they 
have been stated in separate subparagraphs in order to facilitate the 
statement in section 334 of the rules applicable in determining the 
basis to the shareholder of the assets distributed to him. 

In section 331 (b) (3) it is provided that any loss realized by the 
shareholder will be recognized to him as under existing law. 

The following examples illustrate the operation of these rules: 

(1) Assume the shareholder has a basis for his stock of $10,000 
and the property distributed in complete liquidation has a value 
of $30,000. The adjusted basis to the corporation for the dis- 
tributed property is $25,000. The gain realized on the liquida- 
tion is $20,000 (value of $30,000 minus stock basis of $10,000), 
but the amount of gain recognized to the shareholder will be only 
$15,000 (corporate asset basis of $25,000 minus stock basis of 
$10,000). (Seesec. 331 (b) (1) (A).) 

(2) Assume the same facts as to stock basis and value of assets 
distributed, but assume that the basis to the corporation of the 
assets distributed is $9,000. Again the amount realized is $20,000 
(value of $30,000 less stock basis of $10,000), but no gain will be 
recognized to the shareholder because the corporate asset basis 
($9,000) is not in excess of the stock basis ($10,000). (See sec. 
331 (b) (1) (B).) | o 

(3) Assume again that the stock basis is $10,000, but that the 
value of the assets distributed is only $7,000. There is, therefore, 
a loss of $3,000 realized on the liquidation ($10,000 stock basis 
minus $7,000 value of assets distributed). In that event, regard- 
less of the basis to the corporation for the assets distributed, the 
entire realized loss of $3,000 would be recognized to the share- 
holder. In such event it would be immaterial whether the cor- 


porate asset basis was greater than, or less than, the stock basis. 
(See sec. 331 (b) (3).) 
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These rules would apply also where property is distributed in 
redemption of stock under section 302 (a). 

Under section 331 (b) (2) of the proposed revision, gain would be 
recognized in the case of certain distributions in liquidation or in 
redemption of stock of collapsible corporations. Such distributions 
would be dealt with in a new section 343 designed to forestall any 
significant conversion of ordinary income into capital-gains tax by 
the device of liquidating a corporation, selling its stock, or selling 
the corporate assets without corporate tax under section 337. See 
the comments, infra, under D. Collapsible Corporations. The present 
perenne of section 341 dealing with collapsible corporations would 
e repealed. Also, the present provisions of section 333 dealing with 
liquidations within one calendar month would be repealed. 

The American Law Institute, in whose studies the outlines of this 
approach were originally developed, suggested that, except in the case 
of collapsible corporations, the limitation on the recognition of gain in 
corporate liquidations be made elective with each shareholder. The 
advisory group recommends, however, that the system described here- 
in not be made elective but be made applicable in all cases. The 
advisory group believes that an elective system would create unneces- 
sary administrative complexities and would interfere with the uniform 
application of the Internal Revenue Code. 

The American Law Institute had also suggested that the limitation 
on recognition of gain be made inapplicable in the case of certain 
pane held corporations. The aicnans group believes that a 
distinction between publicly held and closely held corporations is not 
necessary and recommends that the rule have uniform application. 

The American Law Institute studies proposed that the recognition 
of gain to the shareholder be measured by reference to his ratable 
share of the entire basis to the corporation of all its assets distributed 
in the liquidation instead of by hauaien to the basis of the particular 
assets distributed to the taxpayer. While the use of the shareholder’s 
ratable share of the entire corporate asset basis would be feasible, the 
advisory group concluded on balance that the operation of the sys- 
tem would be simplified if the shareholder were required to compute 
his recognized gain by reference to the basis of the particular assets 
distributed to him. While this might produce different results for 
different shareholders if each does not receive his ratable share of the 
corporate asset basis in the distribution, it is believed that this is a 
matter which can be satisfactorily adjusted by the shareholders be- 
tween themselves in working out the plan of liquidation. Compara- 
ble problems of basis have existed for many years in the area of dis- 
tributions in kind by partnerships, estates, and trusts and have caused 
no particular difficulty. No serious opportunities for tax avoidance 
would exist, for if any substantial amount of noncapital assets are 
distributed in the liquidation and each shareholder does not receive 
his ratable share of the noncapital assets, the special rules of section 
343 will be applicable to protect the revenue. 


C. PROPOSED REVISION OF SECTION 334 (@) 


Section 14 (a) of the proposed amendments revises section 334 of 
the code. In the proposed revision section 334 (a), which now deals 
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with the basis of property received by a shareholder in partial or com- 
plete liquidations, would be extended to property received in redemp- 
tion of stock entitled to capital gain treatment under section 302 (a). 

Section 334 (a) (1) would provide as a general rule that the basis 
of property received in the liquidation or redemption is the fair mar- 
ket value at the time of distribution. This provision would apply, 
for example, wherever the value of the assets distributed is less than 
the basis to the shareholder for his stock in the corporation. It would 
apply also where there is a gain realized on the liquidation if the value 
of the assets distributed is less than their basis in the hands of the 
corporation. 

Two exceptions would be made, however, to cover cases in which 
there is a gain realized on the distribution but the basis to the cor- 
poration for the assets distributed is less than their fair market value 
at the time of the distribution : 

(1) If there is a gain realized on the liquidation and the 
corporate asset basis is greater than the stock basis but less than 
the value of the assets, then the basis to the shareholder of the 
property distributed to him will be the same as the basis which 
the property had in the hands of the corporation immediately — 
before the distribution. For example, if stock basis is $10,000, 
corporate asset basis is $25,000 and corporate asset value is 
$30,000, then the basis of the corporate asset to the shareholder 
after liquidation will be $25,000—the same basis it had in the 
hands of the corporation. See section 334 (a) (2). (Under sec. 
331 (b) (1) (A), the gain recognized to the shareholder will be 
$15,000.) 

(2) If there is a gain realized on the distribution, but the cor- 
porate asset basis is less than the stock basis, then the basis of 
the property to the shareholder will be the same as the basis to 
him for his stock in the corporation. For example, if stock basis 
is $10,000, corporate asset basis is $9,000 and corporate asset 
value is $30,000, the basis of the asset to the shareholder following 
the liquidation will be $10,000. See section 334 (a) (3). (Under 
sec. 331 (b) (1) (B) no gain will be recognized on the liquidation.) 

If several properties are distributed to the shareholder in the 
liquidation, the aggregate basis of such properties in the hands of the 
shareholders will be allocated among the several properties under 
regulations to be prescribed by the Secretary or his delegate. The 
advisory group concluded that it is advisable to leave this matter of 
detail to regulations. A similar situation has existed in section 333 
for many years, as well as in section 358, without specific rules being 
set forth in the statute. The advisory group assumes that the regu- 
lations under section 334 (a) (3) will contain provisions comparable 
to those in present section 333 under which any adjustment required 
by reason of the assumption by the shareholder of a corporate liability 
constituting a specific lien on property distributed will be made in 
the basis of the particular property on which the lien exists. Moreover, 
the advisory group believes that appropriate regulations under 
section 334 (a) (3) should allocate first to each asset received an 
amount equal to the adjusted basis which that asset has in the hands 
of the corporation; then the excess of the shareholder’s stock basis 
over the aggregate basis to the corporation of the assets distributed to 
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him should generally be allocated among the properties received: in 


proportion to the unrealized appreciation on those assets in the hands 
of the corporation. 


D. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
343 to the code. Section 343 is designed to replace section 341 of 
existing law, which would be repealed. 

The proposed new section 343 differs from section 341 (at least as 
it existed prior to the enactment of sec. 341 (e) in sec. 20 of the 
Technical Amendments Act of 1958) in three principal respects: 

(1) It would operate entirely by objective tests and would not 
depend for its application upon the intention of the shareholders. 
Present section 341 applies only if a corporation is “formed or 
availed of principally” for certain proscribed purposes “with a 
view to” a sale or exchange of the stock by the shareholders at a 
gain before realization by the corporation of a substantial part of 
the taxable income to be derived from its property. Proposed 
section 343 would not depend for its operation upon the intention 
of the parties—a matter obviously difficult to determine. 

(2) Under present law if section 341 applies, the entire gain 
from the sale or exchange of the stock of the corporation is 
treated as ordinary income taxable at surtax rates. Proposed 
new section 343 would tax to the shareholders at ordinary rates 
only the gain attributable to property which, if sold by the cor- 
poration (or by the individuals if there had been no corporation), 
would have produced ordinary income. 

(3) Present section 341, while originally adopted in order to 
prevent use of a corporation to convert ordinary income into 
capital gain, may operate in many cases to convert into ordinary 
income what might be capital gain to the shareholders if no 
corporation were used. In general, the proposed section 343 
would not tax to shareholders as ordinary income items which 
would be capital gain to them if no corporation were used by 
them. Section 341 (e), added by the Technical Amendments 
Act of 1958, now attempts to accomplish this particular ob- 
jective in certain types of cases by superimposing a further 
limitation upon the previous structure of section 341, but the 
advisory group believes that a more fundamental revision 
of the collapsible corporation section is needed. 

Sales of stock to persons other than the issuing corporation.—In or- 
der to prevent the use of a corporation to convert ordinary income into 
capital gain, proposed section 343 (a) provides that in certain cases 
part or all of the gain realized on the sale or exchange of the stock of 
a collapsible corporation will be treated as gain from the sale of prop- 
erty which is not a capital asset. For example, in the case of a sale of 
stock of a collapsible corporation to a person other than an issuing 
corporation, section 343 (a) (1) (A) provides in general that so much 
of the shareholder’s gain on the sale or exchange of stock as is equal 
to such stock’s ratable share of the unrealized appreciation on section 
343 assets (i. e., those assets which if sold would produce ordinary 
income) will be treated as gain from the sale of property which is not 
a capital asset. 
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Thus assume that A organizes a corporation and acquires its stock 
for $10,000. The corporation uses the funds to purchase inventory 
which appreciates in value to $25,000. A then sells all of his stock to 
X for $25,000. A’s gain of $15,000 will be treated as ordinary income 
because it represents unrealized appreciation in inventory. (See pro- 
posed sec. 343 (a) (1).) If X, mA purchaser of the stock, liquidates 
the corporation, he will have no gain or loss on the liquidation. Under 
section 334 the purchaser will take over the inventory upon the liqui- 
dation at a cost of $25,000. 

This rule is to be contrasted with that contained in H. R. 8300 in 
the form in which it passed the House of Representatives in 1954. In 
that bill A’s $15,000 profit on the sale would have constituted capital 
gain to him, but upon liquidation of the corporation X would have had 
to take over the inventory at the corporate cost of $10,000 despite the 
fact that he had actually paid $25,000 to acquire it. This obvious loss 
of basis to the purchaser, which was one of the principal objections to 
these provisions in the 1954 House bill, has been eliminated in the 
present proposals. 

As a further illustration, assume that the corporation’s inventory, 
having a cost of $10,000 had appreciated only to $20,000. Assume 
further that the corporation had cash of $5,000, representing taxable 
ee derived by it from its operation. If A sells all the stock to 

for $25,000, A’s $15,000 gain on the sale of his stock would be 
treated as ordinary income only to the extent of the $10,000 apprecia- 
tion in inventory. (See proposed sec. 343 (a) (1).) The remaining 
$5,000 of his gain, representing realized corporate profits, would be 
treated as capital gain to him. 

If in the latter illustration A sold only one-half of his stock to X 
for $12,500, realizing a gain on the sale of $7,500, $5,000 of the gain 
(attributable to inventory appreciation) would be ordinary income and 
the balance of $2,500 would be capital gain. 

Distributions in excess of earnings and stock basis.—This rule of so- 
called fragmentation of gain is applied not only to sales of stock of 
collapsible corporations, but also to certain distributions from a 
collapsible corporation to its shareholders. For example, if a cor- 
poration makes a distribution to shareholders, not in redemption of 
its stock, in an amount exceeding its earnings, section 301 (c) (2) re- 
quires that the amount in excess of earnings be applied against and 
reduce the adjusted basis of the stock owned by the shareholder, and 
section 301 (c) (3) (A) provides that any further excess be treated as 
gain from the sale or exchange of the stock. In the proposed revision 
section 343 (a) (1) (B) provides that so much of that gain as repre- 
sents the shareholder’s ratable share of the unrealized appreciation in 
the corporation’s section 343 assets will be taxed to him as ordinary 
income. 

Under section 343 (a) (1) the unrealized appreciation on the 
corporation’s section 343 assets is calculated immediately prior 
to the transaction under consideration. Where appreciated sec- 
tion 343 assets are distributed, the amount of the appreciation 
will in certain cases increase the earnings and profits of the 
corporation for the purpose of determining the extent to which 
the distribution is taxable as a dividend. A provision is needed 
to prevent the unrealized appreciation on the distributed property 
from increasing both the amount to be treated as a dividend 
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and the amount of the gain to the shareholder taxable as ordi- 
nary income under section 343 (a) (1). In the original proposal 
of the advisory group, this was accomplished by calculating 
the corporation’s unrealized appreciation in such cases immedi- 
ately after the distribution instead of calculating it immediately 
prior to the distribution, thus eliminating from the calculation 
the unrealized depreciation on the assets distributed in the 
transaction. In the proposal as revised, the unrealized apprecia- 
tion is calculated immediately before the distribution, as in all 
other cases, but for the purpose of determining the gain on the 
distribution taxable to the shareholder as ordinary income the 
amount of unrealized appreciation of the corporation’s section 
343 assets will be reduced by that portion of the unrealized 
appreciation on the distributed section 343 assets which the 
amount of the distribution treated as a dividend under section 
301 (c) (1) (A) bears to the total amount of such distribution. 

Nonaliquot distributions in complete liquidation, partial liquida- 
tion and stock redemption.—Section 343 (a) (1) (C) also provides 
for fragmentation of gain to the shareholder if there occurs a nonali- 

uot distribution in complete liquidation of the corporation, in partial 
liquidation, or in a redemption of its stock under section 302 (a). 
The term “nonaliquot” distribution is defined in section 343 (e) (3), 
in effect, as one in which there is distributed with respect to any 
share of stock section 343 assets which have an unrealized appre- 
ciation less than 90 percent or more than 110 percent of such stock’s 
ratable share of all the unrealized appreciation on all the section 343 
assets of the corporation. Thus if in a complete liquidation each 
shareholder receives substantially the same proportion of each of the 
section 343 assets of the corporation, or the division of corporate 
assets is made in such a way that each receives section 343 assets 
having unrealized appreciation substantially proportionate to his 
share of the total unrealized appreciation on all the section 343 assets, 
the rules of section 331 will be applicable and the shareholder will 
have only capital gain or loss on the liquidation. If there is a gain, 
the gain will be limited under section 331 (b) to the difference between 
his stock basis and the corporate asset basis of the assets distributed 
to him. 

This treatment cannot be permitted, however, if the section 343 
assets are distributed on a disproportionate basis since those assets 
might then be distributed to those shareholders who have a high basis 
for their stock and much of the unrealized appreciation would then 
escape taxation as ordinary income. Hence if the shareholders volun- 
tarily distribute the assets on a “nonaliquot” basis in complete or 
partial liquidation or in a stock redemption, then under section 
331 (b) (2) and 343 (a) (1) (C) each shareholder will realize gain 
or loss in the amount of the excess of the fair market value of the 
assets distributed to him over his stock basis; and that part of the 
gain representing his ratable share of the corporation’s unrealized 
appreciation on its section 343 assets will be treated as ordinary income 
to him. In the original version of this recommendation, the 
advisory group proposed that the gain of the shareholder be 
fragmented into ordinary income and capital gain in the case of 
nonaliquot distributions made in complete liquidation (including 
distributions under sec. 346 (a) (1) which are technically treated 
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as partial liquidations under sec. 346 (a) (1) but are actually part 
of a series of distributions in liquidation). This treatment was 
not made applicable to distributions in partial liquidation under 
section 346 (a) (2) nor to stock redemptions under section 302 (a). 
This differentiation in treatment was suggested for the reason 
that where no section 343 assets were distributed in the partial 
liquidation or redemption, they remained in the corporation to 
affect fragmentation of gain to the remaining shareholders upon 
their future transactions in the stock of the corporation. Where 
section 343 assets were distributed by a collapsible corporation 
in a partial liquidation or stock redemption, section 343 (b) taxed 
the corporation as though it had sold the assets to third parties. 

On further consideration, the advisory group has concluded 
that the fragmentation of gain to the shareholders should be 
extended to partial liquidations under section 346 (a) (2) as well 
as under section 346 (a) (1) and to stock redemptions under sec- 
tion 302 (a). For example, if a collapsible corporation having 
substantially appreciated section 343 assets borrows money and 
redeems all the stock of a particular shareholder, his gain on the 
redemption would, under the recommendation as revised, be 
treated as ordinary income to the extent of his ratable share of 
the unrealized appreciation on the corporation’s section 343 assets 
immediately prior to the redemption. 

In view of this revision of the recommendation as applied to 
the shareholder whose stock is liquidated or redeemed, the provi- 
sions of proposed section 343 (b) treating a collapsible corporation 
making a nonaliquot distribution of section 343 assets in a partial 
liquidation or stock redemption as though it had sold such assets 
to third parties are also modified. Under the revision it becomes 
unnecessary and inappropriate to treat the corporation as realiz- 
ing gain where the unrealized appreciation on the section 343 
assets received by the shareholder represents less than his pro 
rata share of the unrealized appreciation on all the section 343 
assets of the corporation. But fragmenting the gain to the re- 
deeming shareholder will not suffice where the unrealized appre- 
ciation on the section 343 assets received by the shareholder sub- 
stantially exceeds his pro rata share of the unrealized apprecia- 
tion on all the section 343 assets of the corporation. If, for ex- 
ample, all the appreciated inventory of the corporation is dis- 
tributed to one shareholder in redemption of his stock, taxing 
that shareholder on his ratable share of the unrealized apprecia- 
tion of the section 343 assets of the corporation will permit the 
appreciation in excess of his ratable share to go free of ordinary 
income tax. It would not appear feasible to tax that balance of 
unrealized appreciation to the remaining shareholders when no 
assets are distributed to them. In the partnership field, section 
751 provides that in the case of such a nonaliquot distribution the 
remaining partners are deemed to sell to the withdrawing partner 
their pro rata interest in the distributed inventory assets and the 
withdrawing partner is deemed to sell to the remaining partners 
his pro rata interest in the other assets left with the partnership. 
This latter rule is believed to be too complex to introduce in the 
corporate field. 
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Accordingly, in the recommendation as revised, section 343 (b) 
provides that where a collapsible corporation makes a nonali- 
quot distribution of section 343 assets in partial liquidation under 
section 346 (a) (2) or in a stock redemption under section 302 (a), 
the corporation will be treated in the same manner as if it had 
sold to third parties that portion of the distributed section 343 
assets which is in excess of the distributee shareholder’s ratable 
share of all the corporation’s section 343 assets. Thus to the 
extent that the distributed section 343 assets were, prior to the 
distribution, attributable to stock owned by shareholders whose 
stock is not redeemed, the corporation will be taxed as though 
it had sold those assets to third parties, since they will not re- 
main in the corporation thereafter for the purpose of affecting 
the application of section 343 to subsequent transactions in the 
corporation’s stock by the remaining shareholders. 

Distributions under section 337 plans.—Finally, in section 343 (a) 
(1) (D) the fragmentation rule is made applicable to distributions, 
whether aliquot or nonaliquot, in complete liquidation of a corporation 
pursuant to section 337 if by reason of the application of section 
337 gain was not recognized to the corporation on sales of section 343 
assets occurring pursuant tothe plan. This rule is necessary to insure 
ordinary income tax treatment with respect to the gain on section 343 
assets if all such assets are sold by the corporation tax free under 
section 337 and the proceeds of sale are distributed to the shareholders 
in an aliquot complete liquidation of the corporation. In such case, 
unlike existing law which denies the benefits ot omaiens 331 to a collaps- 
ible corporation, section 337 will apply to relieve the corporation 
from tax but the shareholder’s liquidation gain will be fragmented 
even though the distribution is aliquot. 

In conjunction with this rule regarding section 337 transactions, 
section 343 (a) (5) provides that in determining that part of the 
liquidation gain which is treated as ordinary income, the section 343 
assets sold by the corporation without recognition of gain because of 
the application of section 337 will be treated as still being owned 
by the corporation immediately prior to the distribution to the share- 
holders; but in determining the unrealized appreciation on such 
assets, their fair market value and adjusted basis will be determined 
as of the time immediately prior to their actual sale or exchange by 
the corporation. In this manner the actual gain realized but not 
recognized to the corporation on its sale of the assets will be taken 
into account in determining the part of the liquidation gain taxable 
as ordinary income. 

Furthermore, in the definition of the term “collapsible corporation” 
in section 343 (e) (2), any corporation which satisfies the require- 
ments of section 337 (a) and is a collapsible corporation at any time 
on or after the adoption of a plan of complete liquidation will be 
treated as a collapsible corporation at all times thereafter, even though 
by reason of the sale of section 343 assets pursuant to the plan it might 
otherwise be removed from this category. 

Stock purchased from other stockholders—Section 343 (a) (2) pro- 
vides a limitation on the amount of gain to be treated as ordinary 
income of a shareholder if the collapsible corporation stock sold or 
exchanged by him was acquired by him from another shareholder 
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who realized ordinary income on its sale by virtue of the application 

of section 343. In such case the amount of gain to be treated as 

ordinary income on the subsequent sale or exchange will be based 

upon the unrealized appreciation in section 343 assets of the corpora- 

aa occurring after the acquisition of the stock by the selling share- 
older. 

For example, assume that A acquires all the stock of a corporation 
for $10,000 on its organization. ‘The corporation invests the $10,000 
im inventory assets which appreciate to $25,000 in value. <A there- 
upon sells the stock of the corporation to X for $25,000. A’s gain 
of $15,000 will be treated as ordinary income under section 343 (a) (1). 
Assume further that after the acquisition of the stock by X the inven- 
tory appreciates to $35,000 in value and the corporation earns $5,000 
in cash from operations. X thereupon sells the stock to Y for $40,000. 
Under section 343 (a) (2), X’s gain of $15,000 will be treated as ordi- 
nary income only to the extent of the $10,000 unrealized appreciation 
which has occurred in the section 343 assets since the date of his acqui- 
sition of the stock. 

Stockholders owning less than 5 percent of stock.—An exception to 
the operation of the rules for fragmentation of gain is made in section 
343 (a) (4). This exception is designed to exclude from the opera- 
tion of the rules shareholders owning less than 5 percent of the stock 
of the corporation (sec. 343 (a) (4)). As in the case of a comparable 
rule in present section 341, this exception will remove from the ambit 
of the collapsible corporation provision persons owning relatively 
small interests in the corporation. As in existing law, the 5 percent 
is measured by value of the outstanding stock, but, unlike existing law, 
there is excluded stock which is limited and preferred as to dividends. 
The shareholder must not own 5 percent or more at any time during 
the period of 3 years ending with the date of the sale or exchange of 
the stock. In determining the 5-percent ownership, the attribution 
rules of section 318 are made anplicable. In existing law the attribu- 
tion rules of the personal holding company provisions are used with 
certain extensions to include certain in-law relatives. The advisory 
group believes that the attribution rules of proposed section 318 (a) 
provide, in general, sufficient protection to the revenue and will prove 
less difficult in determining their application. 

Exception for small amounts of ordinary income.—In the proposed 
revision consideration was given to a further exception for cases in 
which the amounts treated as ordinary income to the shareholders 
under section 343 would not, in the aggregate, exceed, say, $2,500 
during the taxable year of the shareholder. This would prevent the 
necessity of applying section 343 in cases which cannot produce a 
material change in the tax of the shareholder. The advisory group 
on subchapter K has recommended an exemption for gain of $1,000 
recognized by any partner in any transaction under section 751. A 
dollar figure applied to each transaction might be difficult to police 
in the corporate field because of the possibility of piecemeal sales 
of stock during the year. An exception based upon an aggregate 
amount for. each taxpayer in each year might make it possible for 
substantial amounts of ordinary income to escape taxation via the 
scattering of ownership of stock among various members of a family 
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and trusts, together with the spreading of sales of stock over two or 
more taxable years. Accordingly, no exception for small amounts is 
provided for in the proposed section 343. 

As noted at the beginning of the comments concerning collapsible 
corporations, the pro section 343 would operate entirely by ob- 
jective tests and would not depend upon the intention of the share- 

olders. Nor would it depend upon the existence of a purpose to 
avoid Federal income tax. Instead it would operate in the main to 
fragment the gain of a shareholder between ordinary income and 
capital gain where the circumstances are such as to indicate that the 
use of a corporation would otherwise cause a conversion of significant 
amounts of ordinary income into capital gain. While the advisory 
up believes that further consideration might be given to introduc- 
ing some further limitation upon the operation of section 343 based 
upon lack of tax avoidance purpose, it has not recommended such a 
provision in the proposed amendments. 

Carryover of character of section 343 assets on certain distribu- 
tions.—Under section 334 (a) (2) and (3), the basis to a shareholder 
of property received by him in connection with partial or complete 
liquidations and certain redemptions is deteraiivied by reference to the 
basis of the property in the hands of the distributing corporation or 
to the shareholder’s heats for his stock in the corporation. is carry- 
over-of-basis provision applies to distributions of section 343 assets 
by collapsible corporations unless the distribution is a nonaliquot one. 

The advisory group recommends that where section 343 assets are 
distributed by a collapsible corporation and the basis of the property 
in the hands of the distributee is determined under these provisions, 
any gain on the sale of the property by the shareholder within 5 years 
after the date of the distribution should be treated as ordinary income 
and not as capital gain. For example, assume that A invests $10,000 
in corporation X upon its organization. After the operation of the 
business for a year the corporation owns inventories costing $10,000 
but having a fair market value of $25,000. Its other assets consist 
of cash in an amount equal to its liabilities. If the corporation there- 
upon completely liquidates, no gain or loss would be recognized to 
A upon the complete liquidation under the proposed section 331 (b) 
(1) (A). Under the proposed section 334 (a) (2), A would take the 
inventory ata basis of $10,000. Assuming that A was not individually 
engaged in a type of business that would make the distributed assets 
have the status of inventory in his hands, a statutory provision appears 
necessary to insure that a sale by A of the inventory at a profit of 
$15,000 would constitute ordinary income to him. Section 343 (c) 
provides that in such cases the gain upon the sale by the shareholders 
of the section 348 asset distributed by a collapsible corporation will 
be treated as ordinary income if the sale occurs within 5 years of the 
date of the distribution. (The same rule is made applicable to sales 
by persons whose basis is determined by reference to the basis of the 
property in the hands of the distributee shareholder—e. g., donees of 
the shareholders.) Of course, the sale of the distributed property by 
the shareholder would produce ordinary income or loss to him even 
after the 5-year period hep expired if, independently of the status of 
the assets in the hands of the corporation prior to distribution, his 
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individual activities are such that he is not entitled to capital-gain 
treatment. 

The advisory group considered the adoption of a rule which would 
limit this treatment to the difference between the basis of the property 
in the hands of the distributee shareholder and its fair market value 
at the time of the distribution, thus making the rule inapplicable to 
any appreciation which might occur after the date of distribution. 
Tf such a rule were adopted, presumably its application would not be 
limited to the 5-year period following distribution. The rule of sec- 
tion 735 (a) (2) inthe partnership field employs the 5-year rule without 
distinction between appreciation occurring before the distribution and 
that occurring after the distribtuion. The 5-year rule, without dis- 
tinction between appreciation prior to distribution and appreciation 
occurring thereafter, has been recommended by the advisory group in 
the interests of simplicity and conformity with the rule in the part- 
nership provisions. 

Definition of collapsible corporation.—In the original version 
of the proposed revision the term “collapsible corporation” was 
defined in section 343 (e) (2) as a corporation the unrealized 
appreciation on whose section 343 assets is more than 15 percent of 
the excess of the fair market value of all the assets of the corpo- 
ration over all its liabilities. Under that rule, for example, if a 
corporation had total assets having a fair market value of $500,000 
and had liabilities of $100,000 (net worth, at value, of $400,000), the 
corporation would be a collapsible corporation if the unrealized 
appreciation on its section 343 assets amounted to more than 
$60,000 (15 percent of $400,000). After further consideration the 
advisory group recommends that the statute also require that the 
unrealized appreciation on the corporation’s section 343 assets 
exceed 15 percent of the unrealized appreciation on all its assets. 
This second requirement is designed to eliminate the operation of 
the collapsible corporation provisions where the principal appre- 
ciation in the corporation’s assets exists in nonsection 343 assets. 
For example, if the unrealized appreciation on the corporation’s 
inventory assets amounts to $60,000 but there is an unrealized 
appreciation in its other assets of $400,000 (for example, in good- 
will), the corporation would not be a collapsible corporation be- 
cause the $60,000 appreciation in its section 343 assets would be less 
than 15 percent of the total $460,000 appreciation in all its assets. 

It is also recommended that for the purposes of applying the 
two tests above mentioned there shall not be included in deter- 
mining the amount of all the assets of the corporation any amount 
attributable to money or property received by the corporation, 
for stock, or as a contribution to capital or as paid-in surplus 
within a period of 1 year immediately preceding the date as of 
which the determination is made, if there was not a bona fide busi- 
ness purpose for the transaction in which such money or prop- 
erty was received. Such a provision will serve to prevent ma- 
neuvers to take the corporation out of the collapsible corporation 
status by nontaxable transfers of property from shareholders to 
the corporation so as to increase either its net worth or the total 
appreciation on its entire assets immediately prior to a transaction 
to which section 343 would otherwise apply. 
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In present section 341 a presumption of collapsible status exists 
if the fair market value of the corporation’s section 341 assets is both 
(1) 50 percent or more of the fair market value of its total assets 
(exclusive of cash, capital assets, certain Government obligations, and 
stock in other corporations) and (2) 120 percent or more of the ad- 
justed basis of its section 341 assets. A somewhat comparable rule is 
provided in section 751 (d) (1) relating to collapsible partnerships, 
where inventory items are considered to have appreciated substantially 
in value if their fair market value exceeds both (1) 120 percent of 
their adjusted basis and (2) 10 percent of the fair market value of all 
partnership property other than money, As a result, under the pres- 
ent law even though all the assets of the corporation may be section 
341 assets (or, in the case of a partnership, inventory items) collapsible 
status may not exist if those assets have been acquired largely with 
borrowed funds, since it is required that the fair market value of such 
assets exceed 120 percent of their basis. For example, assume that 
persons in a construction business invest $200,000 in the stock of a 
corporation, obtain construction loans of $400,000, and have the cor- 
poration construct property at a cost of $600,000. After the construc- 
tion is completed the stock of the corporation is sold for $300,000, Al- 
though a profit of $100,000 has been made on an expenditure of 
$200,000 in the normal course of business, the presumption of collapsi- 
ble status will not apply because the value of the assets ($700,000) 
is not more than 120 percent of their basis ($600,000). 

It is believed that a more appropriate test for determining the appli- 
cation of the collapsible rules is to measure the profit derived with 
respect to the corporation’s section 343 assets against the investment 
of the stockholders, without taking into account the money which the 
corporation can itself supply by borrowing. A similar rule has been 
recommended in the revision of section 751 proposed by the advisory 
group on subchapter K. 

In the partnership field, under existing law gain attributable to 
unrealized receivables of the partnership is given ordinary income 
treatment to the partners regardless of the amount of the unrealized 
receivables or the ratio which their appreciation in value bears to 
the net worth of the partnership. In the proposed section 343 
(e) (2), however, unrealized receivables would be aggregated with 
other section 343 assets, and collapsible status would exist only if 
the unrealized appreciation on all the section 343 assets (including 
receivables as well as inventory items) exceeds 15 percent of the net 
worth of the corporation. This is the present vile with respect to 
the presumption of collapsible status under section 341 (e) (1). 
The advisory group on subchapter C recommends the continuation 
of this policy of aggregation of unrealized receivables with other 
noncapital assets in determining collapsible status for corporations. 

Definition of section 343 assets—In the proposed revision the defini- 
tion of a “section 343 asset” has been framed in the light of the overall 
objective of section 343 to prevent the use of a corporation by share- 
holders to convert ordinary income into capital gain, while at the same 
time avoiding having the section operate as a penalty to convert into 
ordinary income for the shareholders items which, in the absence of a 
corporation, would be treated as capital gain to them. 

33066—58——4 
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In general, section 843 (d) (1) of the proposed revision defines the 
term “section 343 asset” to mean any property of the corporation 
other than — 

+3} money, . 

B) property (except. property used in the trade or business, as 
defined in sec. 1231 by) which if sold would produce capital 
ain, 
; (C) property used in the trade or business, as defined in sec- 
tion 1231 (b), if there exists unrealized appreciation on all sec- 
tion 1231 (b) property considered in the aggregate, 

(D) property (other than inventory kak of other col- 
lapsible corporations) 90 percent or more of the unadjusted 
basis of which consists of costs incurred by the taxpayer 
more than 3 years previously, and 

(E) inventory of a kind customarily sold by the taxpayer 
for a period of 3 years or more, exclusive, however, of inven- 
tory the value of which customarily increases by reason of 
aging for more than 6 months, and exclusive of inventory 
in an amount exceeding either (i) the average amount of 
such inventory held at the close of each of the preceding 3 
fiscal years, or (ii) the average annual gross sales of such 
inventory during the preceding 3 fiscal years, whichever is 
the lesser. 

The fundamental theory of the definition is that property will be 
treated as a section 343 asset if, upon a sale of the property, the gain 
realized upon sale would constitute ordinary income. In that event, 
if the net appreciation is significant enough to classify the corporation 
as a collapsible corporation, sale or exchange of the stock of the cor- 
poration by the shareholders should, in general, produce ordinary 
income rather than capital gain to the shareholders. In this manner 
section 343 will serve to prevent the use of the corporate entity to 
convert into capital-gain profits on dealings in property which would 
produce ordinary income if the property itself were sold. 

Unlike section 341 of the existing law the proposed definition of 
section 343 assets does not include property een in section 1231 
(b) (e. g., real property and depreciable property used in the busi- 
ness) if there exists a net unrealized appreciation on such property 
considered in the aggregate. Under section 1231, if there isa net gain 
on the sale of such property by the corporation in any year, then, 
in general, the net gain is treated as capital gain to the corporation; 
but if for the year there is a net loss on such property, the loss is 
treated as a deduction from ordinary income. Consistent with this 
theory of section 1231, the definition in section 343 (d) (1) (C) will 
exclude from “section 343 assets” all such property if there exists a 
net unrealized appreciation on such property considered in the aggre- 
gate; but it will include such property if there exists a net unrealized 
depreciation on the property considered in the aggregate. For ex- 
ample, in the case of a real-estate corporation which holds land and 
depreciable property used in the trade or business for rental purposes, 
if there is a net unrealized appreciation on such property, the cor- 
poration will not be a collapsible corporation (and the sale of its stock 
by the shareholders will not produce ordinary income to them) in view 
of the fact that under section 1231 a sale of the property by the cor- 
poration would produce capital gain. Note, however, the provisions 
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of section 343 (d) (3), discussed below, providing that the business 
activities of the shareholder may be taken into account in determin- 
ing whether or not for purposes of section 343 the preey should be 
considered as section 1231 (>) property or should be considered as 
property held primarily for sale to customers. 

In determining whether or not property should be considered as a 
section 343 asset, section 343 (d) (i peeadlan that it shall be im- 
material whether or not the property has been held for more than 6 
months (or 12 months in the case of livestock). This is the policy 
in existing section 341. The advisory group believes that this policy 
should be continued. It is believed that any effort to divide the gain 
realized by a shareholder upon the sale or exchange of stock of a 
corporation not only into ordinary income and capital gain but also 
between short-term and long-term capital gain, would be too complex 
to warrant consideration. 

Under the original version of the advisory group’s recommen- 
dation, the length of time an asset had been held did not enter 
into the determination of its status as a “section 343 asset.” In 
the revised version the advisory group has recommended in 
proposed section 343 (d) (1) (D) that an asset (other than in- 
ventory and stock of other collapsible corporations) not be 
treated as a “section 343 asset” if 90 percent or more of the un- 
adjusted basis of the property consists of costs incurred by the 
taxpayer more than 3 years previously. The additional exclu- 
sion is patterned along the lines of section 341 (d) (3) which 
provides that the collapsible corporation provisions shall not 
apply to “gain realized after the expiration of 3 years following 
the completion of such manufacture, construction, production 
or purchase.” (See also section 341 (b) (3) defining “section 341 
assets.”) While logically it might be contended that the age of 
noncapital assets should not serve as a basis for capital gain 
treatment, the problem here is one of determining the circum- 
stances under which the corporate entity is to be looked through 
in taxing transactions in the corporation’s stock. In this con- 
text the advisory group has concluded that in balancing matters 
of practicality in the operation of the provision with need for 
protection of the revenue, a 3-year cutoff is desirable. 

The advisory group considered that the existing requirement 
of “completion” of manufacture, construction, production or pur- 
chase of property may be too strict. Expenditures on property 
which do not represent a substantial part of its total cost should 
not for this purpose defer the running of the 3-year period. Ac- 
cordingly, under the revised recommendation property (other 
than inventory) would be excluded from the definition of “section 
343 assets” if 90 percent or more of its unadjusted basis consists 
of costs incurred by the taxpayer more than 3 years previously. 

With respect to inventory, the advisory group for similar 
reasons has included in section 343 (d) (1) (E) of the bill as revised 
a provision that normal inventory maintained by the taxpayer 
for a period of 3 years or more shall be excluded from the cate- 
gory of “section 343 assets.” To be eligible for such exclusion 
the inventory must be of a type customarily held and sold by the 
taxpayer throughout a period of 3 years or more prior to the date 
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as of which the determination of status as a collapsible corpora- 
tion is to be made. However, inventory the value of which cus- 
tomarily increases by reason of aging for more than 6 months 
(whisky, for example) would not be entitled to the exclusion, since 
it would not seem appropriate to extend an automatic length-of- 
time exclusion to inventory which customarily improves in quality 
and value by lapse of time. Moreover, in order to insure by 
specific tests that the excluded inventory is normal in amount in 
the taxpayer’s business, the provision is made expressly inapplica- 
ble to inventory of any kind, the adjusted basis of which exceeds 
either (a) the average adjusted basis of inventory of that kind held 
by the taxpayer at the close of each of the 3 preceding fiscal years, 
or (6) the average annual gross sales (less returns and allow- 
ances) of such inventory during such 3-year period, whichever is 
the lesser. (The sales limitation requires, in effect, an average 
inventory turnover at least once a year during the 3-year period.) 

It is believed that the inventory provision suggested will exclude 
most customary inventories in businesses which have operated for 
substantial periods of time, but will not exclude inventories held 
by corporations which are used as devices for obtaining capital 
gain on quick inventory appreciation. Of course, to the extent 
inventory is included among section 343 assets, the unrealized 
appreciation to be taken into account in determining ordinary 
income treatment under section 343 will be determined by refer- 
ence to its value if sold in bulk rather than if sold piecemeal at 
retail over a period of time. If by reason of the limitations in 
section 343 (d) (1) (E) (ii) part of the inventory is included and 
part excluded from the section 343 asset category, it is intended 
that the taxpayer may exclude that part of the inventory which 
has the highest unrealized appreciation if costs of different units 
of inventory are identifiable. 

The recommended definition of a “section 343 asset” contains no 
special provision relating to “unrealized receivables.” The present 
definition in section 341 (b) (4) is believed to be unduly broad in some 
respects and unduly restrictive in others. Moreover, it is not con- 
sistent with the provisions of section 1221 (4), which would apply in 
determining the nature of the gain which might be realized by the 
corporation if the corporation itself sold the receivable. The advisory 
group recommends that no special provision regarding unrealized 
receivables be inserted in section 343, but that the classification of 
these items for purposes of the “section 343 asset” definition should 
depend on the basic general test of section 343 (d) (1). Thus if a 
sale of the unrealized receivable by the corporation would produce 
ordinary income, then the receivable should be treated as a section 
343 asset, and vice versa. In this connection it may be noted that 
section 1221 (4) does not specifically cover important types of re- 
ceivables (such as rent or interest receivable) which, if sold by the 
corporation, would doubtless produce ordinary income to it; and for 
this and other similar reasons the “section 343 asset” definition is 
not hinged upon the status of the asset as a capital asset but rather 
upon whether a sale of the asset would produce capital gain. 

One of the first instances of the use of collapsible corporations which 
Congress sought to thwart under the 1939 Code related to short-lived 
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corporations used to produce motion pictures. The advisory group 
believes that the rules of section 343 and section 1221 should be co- 
ordinated so that if the sale or exchange of stock of a motion-picture 
corporation is to give rise to ordinary income, the production and sale 
of the film by the corporation should likewise produce ordinary income 
to it. In other words, the sale of the stock of the producing corpo- 
ration should not, in general, give rise to more serious tax conse- 
quences than the sale of the film by the corporation. Accordingly, 
the advisory group recommends that section 1221 (3) of the code be 
amended to read as follows: 
(3) a copyright, a literary, musical, or artistic composition, or similar 
property, or an undivided interest therein, held by— 
(A) an individual whose personal efforts created such property, 
(B) a partnership if such property was created by the personal efforts 


of a partner or partners, but not including any such partner who received 
reasonable compensation for such efforts, 


(C) a corporation if such property was created by the personal 
efforts of any person or persons owning more than 20 percent in value 
of the outstanding stock of the corporation (other than stock which is 
limited and preferred as to dividends), but not including any such person 
who received reasonable compensation for such efforts, or 

(D) a taxpayer in whose hands the basis of such property is deter- 
mined, for the purpose of determining gain from a sale or exchange, in 
whole or in part by reference to the basis of such property in the hands 
of a holder described in subparagraphs (A), (B), or (C). 

For purposes of subparagraph (C), the rules of section 318 (a) shall apply in 
determining the ownership of stock. 
The provisions of subparagraphs (B) and (C) and the last sentence 
would represent additions to the present law. 

Section 343 (d) (3) in the proposed revision provides that the 
exclusion from section 343 assets of property which if sold would 
produce capital gain, and the exclusion of certain section 1231 (b) 
property, shall not apply if the property would not constitute property 
of either type if held by the shareholder. For example, assume that 
an individual who is a dealer in real estate owns all the stock of a 
real-estate corporation, and that certain real property held by the 
corporation qualifies in its hands as section 1231 (b) property. De- 
spite the fact that the real estate is section 1231 (b) property in the 
hands of the corporation, the real estate will névertiaslens Ve regarded 
as a section 343 asset of the corporation in view of the provisions of 
section 343 (d) (3) if it is concluded that such property, if held by the 
dealer-shareholder, would constitute property held by him for sale to 
customers. On the other hand, if the shareholder would not be a dealer 
with respect to such property, but would be entitled to capital-gain 
treatment upon the sale of the property if it were held by him individu- 
ally, the property will not be considered a section 343 asset of the corpo- 
ration for the purpose of determining the nature of the gain to him 
upon the sale or exchange by him of stock of the corporation. Under 
this rule, if the principal asset of a corporation consists of substantially 
po poe ee real estate which constitutes section 1231 (b) property in 
the hands of the corporation, and the stock of the corporation is held in 
equal shares by a person who would be a dealer with respect to such 
property if he owned it individually and by a person who would not 
be a dealer with respect to such property if he owned it individually, 
the sale of stock of the corporation by the former shareholder would 
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een ordinary income to him but a sale of stock by the latter share- 
older would produce capital gain tohim. The advisory group recom- 
mends this result as the proper objective of the collapsible corporation 
provisions. 

In certain limited cases of nonaliquot distributions of section 343 
assets by collapsible corporations, gain is recognized to the corpora- 
tion under section 343 (b). In such instances, the effect of the share- 
holder’s own business activities in connection with property of the 
type owned by the corporation cannot be tested separately, share- 
holder by eeaiiie, bok a single test must be made for the pur- 
poses of determining the application of the provision to the corpora- 
tion upon the distribution. Accordingly, section 343 (d) (3) (B) 
provides that in those limited cases, if gain on sale of the property 
would constitute ordinary income to any shareholder owning more 
than 20 percent in value of the outstanding stock (other than stock 
limited and preferred as to dividends) if the property were held by 
him individually, the property will be deemed to be a section 343 
asset. For this purpose the constructive stock ownership rules of 
section 318 (a) would be applicable. 

A special rule has been inserted in section 343 (d) (2) relating to cer- 
tain property which upon sale may give rise, under special pro- 
visions of the Code, in part to capital gain and in part to ordinary 
income. For example, section 1238 provides that gain from the sale 
of property shall be considered as ordinary income to the extent that 
the adjusted basis of the property is less than the adjusted basis deter- 
mined without regard to the deduction for amortization of emergency 
facilities; but the balance of any gain on the sale of such facilities may 
be capital gain. Section 343 (d) (2) carries out the policy of this pro- 
vision by providing that the facility shall be regarded as in part a 
section 343 asset and in part as a non-section 343 asset, in the propor- 
tion which the ordinary income that would be realized upon a sale of 
the facility would bear to the total appreciation on the facility. Thus, 
in general, a sale of stock of a collapsible corporation owning emer- 
gency facilities would produce ordinary income or capital gain to the 
shareholder in a manner corresponding to the result which would 
follow if the facility itself were sold. The original version of pro- 
posed section 343 (d) (2) made it applicable only to such emer- 
gency facilities and to original issue discount bonds referred to in 
section 1232. As revised, it would apply to all property which on 
sale may produce in part capital gain and in part ordinary income. 
In its revised form, it would apply, for example, to assets of the 
corporation consisting of section 306 stock and stock in other 
collapsible corporations. 

Section 1231 (b) (4) treats asale of an unharvested crop on land used 
in the trade or business as section 1231 (b) property if the crop and 
the land are sold at the same time and to the same person. It is in- 
tended that so long as the land and the crop held by the corporation 
are not separated, the crop will be treated for the purposes of section 
343 in the same manner as the land. But, if upon a distribution to 
which section 343 applies, the land is distributed to one stockholder 
and the crop to another stockholder, the crop would be treated as a 
section 343 asset, regardless of the treatment accorded to the land. 
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SECTION 13. COMPLETE LIQUIDATIONS OF SUBSIDI- 
ARIES—AMENDMENTS OF SECTION 332 


Sale of minority stock interest to avoid section 332.—In order for 
section 332 to apply to a distribution received upon a complete 
liquidation of a corporate subsidiary, paragraph (1) of subsection (b) 
requires that the corporation receiving such property must, on the 
date of adoption of the liquidation plan, and at all times thereafter 
until receipt of the property, be the owner of the percentage of stock of 
the liquidating subsidiary referred to therein. In some instances the 
application of section 332 has been avoided by the sale by the parent 
corporation purely for tax reasons of a very small amount of the 
liquidating subsidiary’s stock after adoption of the plan of liquidation 
but before its completion. The effectiveness of this practice has been 
upheld by the courts. (See Granite Trust Co. v. United States, 238 F. 
od 670).) The advisory group believes that if section 332 is to be made 
so easily elective it ought to be made completely elective and that the 
section should not be so drawn as to invite resort to the tax-motivated 
device of selling a few shares. The first recommendation for amend- 
ment to section 332 is designed to put a stop to this practice. 

Effect of satisfaction of indebtedness to parent having basis above or 
below value of property recetved.—Under existing law, in connection 
with a complete liquidation under section 332, if property is trans- 
ferred by a liquidating subsidiary to a parent corporation in satisfac- 
tion of indebtedness which has a basis to the parent above or below the 
fair market value of property received, the parent realizes gain or loss. 
This situation usually arises when a parent corporation owns at the 
time of liquidation of its subsidiary outstanding indebtedness of the 
subsidiary which the parent had acquired at a discount or a premium, 
The advisory group believes that it would be more appropriate not to 
recognize gain or loss to the parent corporation when such indebted- 
ness is satisfied in the course of the liquidation, provided that, where 
section 334 (b) (1) applies, the basis to the parent of the property 
received is adjusted by an amount equivalent to the gain or loss the 
parent realized and, where section 334 (b) (2) applies, the basis to the 
parent of the property received is limited to its basis of the subsidi- 
ary’s stock and of the indebtedness so satisfied. The proposed amend- 
ment of section 332 (c) is designed to prevent recognition of gain or 
loss to the parent in these situations. It does not apply, however, to 
interest, payment of which would have been includible in gross income 
as interest. A technical revision of the wording of the amendment 
to section 332 (c) as initially recommended is now proposed in 
order to negative any inference that nonrecognition under the sec- 
ond sentence should occur only where the subsidiary had a real- 
ized gain or loss not recognized under the preceding sentence. 

The corresponding recommendation with respect to asset basis is 
covered by the amendments to section 334 (b) (1) and (2) contained 
in section 14 (a) of the proposed amendments. In connection with 
this recommendation, the following points are noted. First, where 
basis is determined under section 334 (b) (1), an adjustment of 
basis is required not only with respect to property received in the 
transfer to the parent as creditor under section 332 (c) but also with 
respect to property distributed to the parent as stockholder under sec- 
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tion 332 (a). This seems necessary to cover the situation where, in the 
liquidation, the indebtedness is paid off in money and the remaining 
peuperts is distributed in respect of stock. Secondly, even though the 

asis is determined under section 334 (b) (2),an amendment limiting 
basis as indicated in the preceding paragraph is required in order 
to effect a comparable result. This is because the proposed amend- 
ment to section 332 (c) provides for nonrecognition of gain or loss to 
the parent corporation lous satisfaction of the subsidiary’s indebted- 
ness to it even though section 334 (b) (2) is applicable to the distribu- 
tion received by the parent with respect to stock of the subsidiary. 
While the problem is less likely to arise in connection with a liquida- 
tion to which section 334 (b) (2) applies, it is quite possible that a pur- 
chaser of a newly acquired subsidiary might hold obligations of the 
new subsidiary at a discount or premium. 

Liquidation of subsidiaries all the stock of which—or the common 
stock of which—is worthless.—Section 332 requires that, in order for 
that section to apply to a distribution in complete liquidation of a 
subsidiary, the distribution by the subsidiary must be in complete 
cancellation or redemption of all its stock. The courts have held, 
with the Commissioner’s acquiescence, that section 332 does not apply 
to the liquidation of an insolvent subsidiary where the property re- 
ceived by the parent is insufficient to satisfy indebtedness to the parent 
so that nothing is received by the parent in cancellation or redemption 
of its stock interest in the subsidiary. In Spaulding Bakeries Incor- 
porated, 252 F. 2d 693 (2d Cir. 1958), the Court, affirming the Tax 
Court, held that where the value of the property of a liquidating sub- 
sidiary received by a parent corporation owning both preferred and 
common stock of the subsidiary is insufficient to satisfy the priority 
rights of the subsidiary’s preferred stock, leaving nothing for distri- 
bution on its common stock, section 332 is similarly inapplicable. The 
advisory group has considered whether section 332 should be extended 
to cover either or both of these two situations. The effect of such an 
extension of section 332 would be to deprive a parent corporation of 
any opportunity in the situations covered to obtain a loss deduction 
under section 165 (g) on account of worthlessness of any stock in 
respect of which no liquidation distribution was received while, on 
the other hand, it would enable the parent in such situations to utilize 
loss carry-overs and other tax attributes of the liquidated subsidiary. 
Little objection appears to have been raised to the present inapplica- 
bility of section 332 to the liquidation of an insolvent subsidiary and 
any attempt to cover insolvency situations would involve a number 
of troublesome problems including whether or not the coverage 
should be elective. With respect to situations of the Spaulding type, 
the question is one of where to draw the line. The advisory group, 
holding no strong convictions either way, makes no recommenda- 
tion for statutory amendment. 

Meaning of “taxable year”.—The advisory group has consid- 
ered the suggestion that the references in section 332 (b) to “the 
taxable year” be clarified to insure that the taxable year referred 
to is that of the parent and not that of the subsidiary. The group 
is aware of no conflict of view in this regard and considers statu- 
tory clarification unnecessary. 
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Correlation of various stock ownership requirements.—While not 
directly pertaining to subchapter C, the advisory group recommends 
that consideration be given to the desirability of correlating the stock- 
ownership requirements of section 165 (g) (3) (A) with the stock- 
ownership requirements of sections 1504 (a) and 332. Section 165 
(g) (3) (A), in providing for removal from the capital asset category 
of securities in a corporation affiliated with a domestic corporate tax- 
payer, permits a corporation to be treated as affiliated with the tax- 

ayer only if at least 95 percent of each class of its stock is owned 
Jirectly or indirectly by the taxpayer. Except for the absence of any 
provision excluding nonvoting stock which is limited and preferred as 
to dividends, this provision, which was formerly incorporated in the 
Internal Revenue Code of 1939, was in general accord with section 
141 (d) of the 1939 Code which, for consolidated return purposes, 
required the ownership within the group of at least 95 percent of the 
voting power of all classes of stock and at least 95 percent of each 
class of the nonvoting stock (excluding such nonvoting preferred 
stock). In section 1504 (a) of the 1954 Code the definition of an 
affiliated group was amended so as to reduce the 95-percent require- 
ment to 80 percent, nonvoting preferred stock still being excluded. 
The stock ownership requirements for consolidated return purposes 
are thus now in accord with the stock ownership requirements under 
section 332. It would seem appropriate in the interest of consistency 
to amend section 165 (g) (3) (A) by reducing the 95 percent owner- 
ship requirement therein to 80 percent, and by excluding from the 
ownership requirement nonvoting preferred stock which is limited and 
preferred as to dividends. In this connection, consideration should be 
given to the desirability, in view of the 20-percent minority interest in 
subsidiaries now permitted to join in consolidated returns, of provid- 
ing statutory sanction of an appropriate division between the affiliated 
corporations (without tax consequences) of any tax savings flowing to 
the group from the filing of consolidated returns, so that minority 
stockholders of loss subsidiaries included in the affiliated group may 
benefit from tax savings resulting from use of their corporation’s 
losses. 


SECTION 14. BASIS OF PROPERTY RECEIVED IN 
LIQUIDATIONS AND CERTAIN REDEMPTIONS 


Revision of section 334 (a).—The proposed revision of section 334 
(a) is explained in the comments with respect to section 12 of the pro- 
posed priate supra, under C. Proposed revision of section 
334 (a). 

Basis adjustment where indebtedness of liquidating subsidiary in 
hands of parent is satisfied ——The purpose of the proposed amendment 
to section 334 (b) (1) (and the corresponding amendment to sec. 334 
(b) (2)) is explained in the comment with respect to section 13 of the 
proposed amendments, supra, Effect of satisfaction of indebtedness to 
parent having basis above or below value of property received. 

Time within which subsidiary’s liquidation must be commenced or 
completed for purpose of special stock basis rule—The purpose of the 
proposed amendment to seetion 334 (b) (2) is to require liquidation of 
, a subsidiary to be completed within 2 years after completion of the 
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purchase of its stock if the distributed property is to have the basis of 
the purchased stock. Under subsection (b) (2) as it now reads the 
liquidation plan must be adopted not more than 2 years after the 
purchase, but there is no requirement as to the time within which the 
liquidation must be completed. The advisory group has considered 
but makes no recommendation as to whether or not the 2-year period 
in the revised subsection (b) (2) should be shortened. A shorter 
period would have the effect of limiting the applicability of the pro- 
vision to situations more closely resembling property acquisitions and 
would reduce complications with respect to adjustments under the 
last sentence of subsection (b) (2), but it would also have the effect 
of making application of the provision more elective. 

Successive liquidations of controlled corporations for purpose of 
special stock basis rule-—The definition of “purchase” in paragraph 
(3) of subsection (b) creates problems in the case of chain acquisitions. 
“Purchase” is defined in section 334 (b) (3) (C) toexclude stock acqui- 
sitions from persons the ownership of whose stock would, under section 
318 (a), be attributed to the acquirer. Suppose that corporation A 
purchased directly the stock of corporation C. an operating company 
the stock of which was the sole asset of corporation B, and A there- 
upon caused C to be completely liquidated. In that event, the 
special stock basis rule of subsection (b) (2) would apply and the 
basis of C’s assets in the hands of A would be the amount paid by 
A to B for the C stock. Suppose that, instead, corporation A pur- 
chased all the stock of corporation B, then caused C to be liquidated 
into B and then caused B to be liquidated into A. In that event it 
would appear that such special stock basis rule would similarly apply 
and the basis of C’s assets in the hands of A would be the amount 
paid by A for the B stock. Suppose, on the other hand, that in the 
latter case A, having purchased the B stock, caused B to be liquidated 
into A first and then caused C to be liquidated into A. In that event, 
it is arguable that under subsection (b) (3) (C) the special stock basis 
rule is not applicable since A acquired the C stock from B, a corpora- 
tion the ownership of whose stock would, under section 318 (a), be 
attributed to A. ‘The purpose of the proposed amendment to sub- 
section (b) (3) (C) is to make sure that the applicability or inappli- 
cability of the special stock basis rule does not depend upon whether 
the purchased corporation or a controlled subsidiary is liquidated first. 

The purpose of the proposed new section 334 (b) (5) is to require, 
in the case of purchase of the stock of the parent in a corporate chain, 
that the period within which the liquidation of the parent corporation 
and each of its subsidiaries must be completed is to be measured from 
the time of the original purchase of the parent corporation’s stock 
if the benefits of the special stock basis rule are to be obtained with 
respect to the liquidation of the entire group. 

Stock acquired pursuant to an option.—The definition of “purchase” 
in section 334 (b) (3) (C) gives rise to the following further problem. 
Suppose corporation A desires to acquire the stock of corporation B. 
Corporation X owns 50 percent of corporation B’s stock and corpora- 
tion A takes an option on it, to be exercised if it is successful in obtain- 
ing an additional 30 percent of B’s stock. Shortly thereafter, having 
obtained the additional 30 percent, corporation A exercises its option 
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and promptly causes corporation B to be completely liquidated. 
Under a literal interpretation of sections 318 (a) (3) and 334 (b) (3) 
(C), it is arguable that the stock purchased pursuant to the option 
is not acquired by “purchase” within the statutory definition and 
therefore that the special stock basis rule does not apply. The sub- 
chapter C regulations clarify this problem by treating the purchase of 
stock pursuant to an option as a purchase within the statutory defini- 
tion; and the purpose of the proposed new section 334 (b) (6) is to 
incorporate into the statute the rule on this point now expressed only 
in these regulations. 

Modification of attribution of ownership rules.—As indicated 
in the two preceding paragraphs, the attribution of ownership 
rules of section 318 (a) are brought into play in the definition of 
“purchase” for purposes of section 334 (b) (3) and (6). In the 
advisory group’s proposed amendments to section 318 (a), the 
50-percent test under existing law for determining attribution 
from corporations to stockholders is proposed to be reduced to 
5 percent. See proposed section 318 (a) (2) (C). If this were 
applicable for purposes of section 334 (b), as it was under the 
amendments as initially proposed, it would mean, for example, 
that an acquisition of stock by a corporation would not qualify as 
a “purchase” if the acquiring corporation already owned as little 
as 5 percent of the stock of the corporation from which the stock 
was acquired. It is believed that the 50-percent test under exist- 
ing law is more reasonable than the 5-percent test for purposes of 
section 334 (b). Accordingly, it is now proposed to revise para- 
graphs (3) (C) and (6) of the proposed amendments to section 
334 (b) so that, for purposes of those paragraphs the 5-percent 
limitation contained in section 318 (a) (2) (C) will be considered 
to be 50 percent. 

Distribution of installment obligations in a liquidation of a subsidi- 
ary to which the special stock basis rule is applicable-—Under section 
453 (d) (4) no gain or loss is recognized with respect to the distribution 
of installment obligations if section 332 applies. If the basis in the 
hands of the parent of the property of a subsidiary which is liquidated 
under section 332 is determined under section 334 (b) (2), it appears 
that the parent may obtain a stepped-up basis for installment obliga- 
tions without payment of any tax. The only tax paid would be the 
capital-gains tax, if any, paid by the selling stockholders at the time 
of the parent’s purchase of the subsidiary’s stock. The purpose of 
the proposed amendment to section 453 (d) (4) (A) is to prevent the 
distribution without tax to the distributmg corporation of install- 
ment obligations at a stepped-up basis under section 334 (b) (2). An 
alternative method of dealing with this problem, though probably 
more complicated to provide, would be to permit nonrecognition of 
gain on the distribution despite the applicability of section 334 (b) (2) 
and to amend the latter section to require continuance in the hands 
of the parent of the subsidiary’s basis for the installment obligations 
distributed. However, viewing section 334 (b) (2) as being intended 
to apply only to transactions resembling asset purchases, it seems 
more in keeping that gain on the installment obligations should be 
recognized to the subsidiary. 
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SECTION 15. GAIN OR LOSS ON SALES OR EXCHANGES 
IN CONNECTION WITH CERTAIN LIQUIDATIONS— 
AMENDMENTS OF SECTION 337 


Section 337 provides, subject to certain qualifications, for the non- 
recognition of gain or loss on sales or exchanges of corporate assets 
made following the adoption of a plan of liquidation, if the liquidation 
is completed within a 12-month period beginning on the date the 
liquidation plan is adopted. 

Involuntary conversions —The Internal Revenue Service has ruled 
(Revenue Ruling 56-372, C. B. 1956-2, 187) that the receipt of fire 
insurance proceeds from the complete destruction of a building by 
fire, resulting in an involuntary conversion, does not constitute a 
“sale” for the purpose of obtaining nonrecognition of gain or loss 
benefits where liquidation of corporate assets is made pursuant to 
section 337. The fact that section 1033 characterizes destruction of 
property and indemnification for its loss as an involuntary conver- 
sion, it is held, does not establish that the events constitute a sale or 
exchange; nor are the provisions of section 1231 (a) effective to 
characterize the events as a sale or exchange. The advisory group 
considers it appropriate and desirable to extend the nonrecog- 
nition treatment provided by section 337 (a) to all involuntary 
conversions. Since an involuntary conversion cannot be foreseen 
and it is impractical to require adoption of the liquidation plan 
on or before the day of the conversion, it is proposed, as to such 
conversions, to relax the strict requirements of the section with 
respect to the time of adoption of the liquidation plan. Since 
the time of receipt of the proceeds of an involuntary conversion 
may depend on factors beyond the control of the corporation and 
receipt within a 12-month period is often impossible, it is proposed 
also to relax the distribution requirements with respect to such 
conversions. Accordingly, it is recommended that an involuntary 
conversion within the meaning of section 1033 be considered a sale 
or exchange for purposes of section 337, and that the require- 
ments of paragraph (1) (B) regarding the time of distribution, 
and the requirement of paragraph (1) that the sale or exchange 
occur within the 12-month period referred to therein, be consid- 
ered satisfied if such 12-month period begins not later than 60 
days after the disposition of the converted property, as defined 
in section 1033 (a) (2), and the proceeds of the conversion are 
distributed within such 12-month period or within 60 days after 
the receipt thereof by the corporation, whichever is later. This 
was not fully covered by section 337 (a) (2) as initially proposed 
to be amended but is provided for in section 337 (a) (2) as pro- 
posed to be revised. 

Collapsible corporations and corporations liquidated under section 
333.—Under present iuw section 337 is not applicable to any sale or 
exchange made by a collapsible corporation or to any sale or exchange 
following the adoption of a section 333 liquidation plan. In view of 
the proposals herein made with respect to the treatment of corporate 
liquidations generally, the elimination of section 333 and the special 
treatment of collapsible corporations, the advisory group recom- 
mends, for the reasons stated in the comments relating to those provi- 
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sions (and particularly the discussion contained in Section 12, D. 
Collapsible Corporations, Distributions under sec. 337 plans), that if 
such proposals are adopted, section 337 be no longer inapplicable to 
collapsible corporations and the reference to section 333 be eliminated. 

Successive liquidations of controlled corporations.—Section 337 (¢) 
(2) makes the section inapplicable where the liquidation is one to 
which section 332 applies, if the parent corporation takes over the sub- 
sidiary’s property basis. This rule—an entirely sound one when the 
liquidation of a subsidiary alone is involved—raises problems of 
procedure, i. e., order of sales and liquidations, where parent and 
subsidiary both contemplate the sale of assets and complete liquida- 
tion. Under present law, if a subsidiary adopts a plan of complete 
liquidation under section 332 which is completed within the 12-month 
period gain or loss would be recognized upon the sale of assets by it 
during the period, even though the parent corporation within the 
same period completely liquidates outside of section 332. However, 
if the subsidiary were first completely liquidated into the parent under 
section 332 and the parent sold the assets received from the subsidiary 
following the adoption of its own plan of complete liquidation, no 
gain or oe would be recognized on the sale of the assets formerly 
owned by the subsidiary. Similar problems arise where intermediate 
holding corporations are involved. Since there appears to be no 
policy reason why section 337 should not apply where the parent cor- 
poration completely liquidates within the prescribed period outside of 
section 332, the advisory group recommends that a sentence be added 
to the rule contained in the present paragraph (2) of section 337 (c) 
(subsec. (c) of sec. 337 as revised), making the rule inapplicable 
to a complete liquidation of a member of an affiliated group of 
corporations if all members of the group receiving property in the 
liquidation and the common parent are completely liquidated within 
the 12-month period beginning on the date the plan of complete liqui- 
dation is first adopted by any such member of the group. The 
amendment as initially proposed incorporated by reference the 
definition of affiliated group contained in section 1504; a tech- 
nical clarifying change is now proposed in order to make clear 
that the definition is applicable without regard to the exceptions— 
of no significance for this purpose—contained in section 1504 (b). 
An affiliated group may of course qualify under this provision 
irrespective of whether or not a consolidated return is actually 
filed by the group. 

Assets not easily distributable among shareholders.—Sometimes the 
sale of assets in the course of a section 337 liquidation involves the 
receipt of debt securities or other consideration from the purchaser, 
which it is difficult to distribute within a 12-month period among a 
substantial number of shareholders, The liquidating corporation may 
also have other assets, such as claims in litigation, which are not 
susceptible of prompt distribution. The advisory group recom- 
mends that relief be provided in such situations. In the initial 
report and accompanying proposed amendment to section 337 
(a) (1), it was proposed that this be accomplished by permitting 
such assets to be transferred to a liquidation trust or agency 
for the benefit of the shareholders provided the need for such 
arrangement is established, prior to the expiration of the 12- 
month period, to the satisfaction of the Secretary or his delegate 
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and all terms and conditions imposed by him are met. It was 
stated that since section 337 appears to contemplate realization 
of gain or loss to the shareholders within a 12-month period after 
adoption of the liquidation plan as the price of nonrecognition 
of gain or loss to the corporation, it is contemplated that the 
trust or agency arrangement will not be approved if the effect 
thereof is to postpone realization of gain by the shareholders 
that would have been realized upon a distribution of the assets 
directly to them at the time of the creation of the trust or agency. 
The advisory group has given further consideration to this pro- 
posal in the light of comments received and has concluded that 
the amendment as originally proposed should be revised in a 
manner which it is believed will accomplish substantially the 
same objectives but will be more satisfactory in practice. Under 
the revised proposal, a transfer in liquidation to such trust or 
agency is required to be treated for tax purposes as a liquidation 
distribution by the corporation to the stockholders and a transfer 
in turn by them to the trust or agency, if the income of the trust 
or agency is currently taxable to its beneficiaries. Thus the trust 
would not qualify for this purpose if it constituted an association 
taxable as a corporation. 

Dissenting stockholders’ claims.—Section 337 (a) (1) (B) pro- 
vides for the distribution within a 12-month period of all assets 
less assets retained to meet claims. Claims of dissenting stock- 
holders frequently cannot be settled within that period. It is 
recommended that the amendment as initially proposed be re- 
vised so as to insure that such claims will be included within the 
exception. 

Correlation with section 368 (a) (1) (C), (D) or (F).—Section 
337 is designed to eliminate the corporate tax with respect to 
sales and exchanges in connection with complete liquidations 
which involve taxable distributions to the shareholders. Liqui- 
dations incident to corporate reorganizations are not considered 
under the Code to be in connection with such complete liquidations 
as the property transferred in reorganization continues in corpo- 
rate solution. For example, under some circumstances sales or ex- 
changes of corporate property to corporations controlled by the 
Same interests may constitute reorganizations within the defini- 
tion contained in section 368 (a) (1) (D); and in such situations, 
though liquidation distributions may be incident thereto, no gain 
or loss is recognized to the stockholders except where “boot” is 
received. In order to correlate section 337 and the reorganization 
provisions and prevent an improper overlap, it is recommended 
that the amendment of section 337 (c) initially proposed be re- 
vised so as to make the section expressly inapplicable to sales 
or exchanges involving transfers to which section 368 (a) (1) (C), 
(D) or (F) applies. 


SECTION 16. COLLAPSIBLE CORPORATIONS 


Section 16 of the proposed amendments would add a new section 
343 to the code. The proposed new section is discussed in the com- 


ments with respect to section 12, supra, under D. Collapsible cor- 
porations. 
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SECTION 17. PARTIAL LIQUIDATIONS 


The advisory group recommends that section 346 be amended so 
that it will be coordinated with the provisions of section 302 (relatin 
to redemptions of stock) and section 355 (relating to distribution o 
stock and securities of controlled corporations). 

Subsection (a) (1) in the proposed revision would, as in existing 
law, include in the definitions of partial liquidation a distribution 
which is one of a series of distributions in redemption of all of the 
stock of the corporation pursuant to a plan. 

Subsection (a) (2) would clarify existing law by providing specifi- 
cally that all other distributions in partial hquidation, including those 
flowing from termination of a business, must (1) be in redemption 
of part of the stock of the corporation pursuant to a plan, and (2) 
occur within the taxable year in which the plan is adopted or within 
the succeeding taxable year. Subsection (a) (2) (C) would then make 
the further requirement that in order to constitute a partial liquida- 
tion a distribution in redemption of part of the stock must meet 
one of three tests: 

(1) The distribution must not be essentially equivalent to a 
dividend; 

(2) The distribution must be attributable to the corporation’s 
ceasing to conduct an “active business” (as defined in pro- 
posed section 346 (e)); it must be made within a reasonable time 
after such cessation; it must consist of all or part of the assets of 
the discontinued business (or the proceeds from the sale thereof) ; 
the amount of the distribution must be at least equal to 20 per- 
cent of the net worth of the corporation; and after the distribu- 
tion the corporation must be engaged in another “active business”: 

(3) The distribution must be attributable to the reduction 
of an “active business” (as defined in proposed section 346 (e)) 
conducted by the corporation; it must be made within a rea- 
sonable time after such reduction; it must consist of all or 
part of the assets (or the proceeds from the sale thereof) 
which prior to such reduction of business were reasonably 
required in such business but which as a result of such reduc- 
tion are no longer so required; the amount of the distribution 
must be at least equal to 50 percent of the net worth of the 
corporation; and after the distribution the corporation must 
be engaged in the active conduct of business. 

Where partial liquidation status depends upon satisfying test (2), 
if the amount of the distribution exceeds the net worth of the discon- 
tinued business (including appropriate working capital), the excess 
would not be treated as a part of the partial liquidation but would 
be treated as a distribution to which section 301 or 302 would apply. 
Similarly, where test (3) is involved, if the amount of the dis- 
tribution exceeds the amount which by reason of the reduction 
in business was released from the reasonable needs of the busi- 
ness (including appropriate working capital), the excess would 
not be treated as a part of the partial liquidation but would be 
treated as a distribution to which section 301 or 302 would apply. 

Coordination with section 302.—Section 346, as revised, follows the 

pattern of section 302 in retaining the broad provision of the 1939 
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Code giving capital gain treatment to a distribution which is not 
essentially equivalent to a dividend, while at the same time insuring 
capital gain treatment to the stockholder if his case fits within the 
specific statutory rules relating to termination of one of two or more 
businesses actively conducted by the corporation or reduction of an 
active business. Again in accordance with the pattern of section 302, 
section 346 (f) provides that the failure to meet the specific require- 
ments of the termination of business rule in section 346 (c) or the 
reduction of business rule in section 346 (d) shall not be taken into 
account in determining whether under section 346 (b) the distribution 
is not essentially equivalent to a dividend. 

It is also stated in section 346 (f) that for the purposes of sec- 
tions 346 (b), (c), and (d) it is immaterial whether or not the dis- 
tribution qualifies for capital gain treatment under section 302 (a), or 
whether it is pro rata or non prorata with respect to the shareholders 
of the corporation. The treatment is the same as far as section 346 
is concerned whether the distribution is proportionate or dispropor- 
tionate among shareholders. (Thus, under the proposed revision, it 
is unnecessary to make the attribution rules of sec. 318 (relating to 
constructive stock ownership) applicable to sec. 346, because the at- 
tribution of stock ownership is immaterial for its purposes.) How- 
ever, for the purpose of determining whether a distribution is not 
essentially equivalent to a dividend “within the meaning of section 
302 (b) (1), it is specifically provided in section 302 (b) (6) that there 
will be taken into account “all * * * facts and circumstances.” Hence, 
under section 302 (b) (1) the inquiry will encompass the proportion- 
ate or disproportionate nature of the redemption and the relationship 
of the shareholders as well as the circumstances at the corporate level 
(such as contraction of the business), whereas under section 346 it will 
be immaterial whether the distribution is pro rata or non pro rata at 
the shareholder level. 

While capital gain treatment would be accorded to the shareholder 
whether the distribution falls under section 302 (a) or under section 
346, there are certain differences in treatment accorded the two types 
of distributions under sections 306 and 311 in existing law. For 
example, under section 311, if the distribution falls only within section 
302 (a) gain is recognized to the distributing corporation in the case of 
certain distributions of LIFO inv entory and property subject to a lia- 
bility in an amount exceeding the basis of the property. However, 
under section 336 gain is not recognized to the corporation in such cases 
if the distribution falls within section 346. In the original report the 
advisory group stated that further consideration might be given 
to statutory amendments which would make the application of 
sections 306 and 311 uniform whether the distribution falls under 
section 302 (a) or section 346 (a) (2). The revised report recom- 
mends that the provisions of sections 311 (b), (c), and (d) apply to 
the distributing corporation whether the distribution constitutes a 
stock redemption under section 302 (a) or a partial liquidation 
under section 346 (a) (2). This is accomplished by a proposed 
amendment to section 336, contained in section 17 (c) of the pro- 
posed amendments. Under the amendment sections 311 (b), (c), 
and (d) would still remain inapplicable to a corporation in the 
case of a distribution constituting a complete liquidation or a 





REVISED REPORT ON CORPORATE DISTRIBUTIONS 59 


partial liquidation under section 346 (a) (1) (a distribution which 
is one of a series of distributions in redemption of all the stock of 
a corporation). 

With respect to section 306 stock, the revised report recommends 
(in sec. 17 (b) of the proposed amendments) that the present pro- 
visions of section 306 (b) (2), making section 306 inapplicable to 
redemptions of section 306 occurring in partial or complete 
liquidations, be modified so as to apply only to redemptions occur- 
ring in a complete liquidation or occurring in a partial liquidation 
which qualifies under the termination of business rule of proposed 
section 346 (c) or the reduction of business rule of section 346 (d). 
The effect of the change would be that a redemption of section 
306 stock could no longer be entitled to capital-gain treatment 
merely by qualifying as a partial liquidation under the “not essen- 
tially equivalent to a dividend” test of proposed section 346 (b), 
but in order to be entitled to capital-gain treatment as a partial 
liquidation would have to qualify either under the termination of 
business rule of section 346 (c) or the reduction of business rule 
of section 346 (d). 

As a result, although the words “not essentially equivalent to a 
dividend” still appear in the revised version both in section 302 
(b) (1) and section 346 (b), there will be no difference in practical 
result under the code whether a particular distribution is con- 
sidered to fall under one section or the other. While the advisory 
group gave consideration as a matter of drafting to moving all 
of the provisions of section 346 to section 302, it was concluded 
that this was inadvisable for the present because it would require 
a substantial recasting of parts I and II of subchapter C. 

Termination of business rule.—The provisions of section 346 relating 
to termination of a business (found in subsection (b) of the existing 
law and subsection (c) of the proposed revision) have been modified 
in several respects. The new paragraph (2) would require that the 
distribution be made within a reasonable time after the cessation of 
the active business. Existing law, if read literally, might require that 
the business be operated until the time of distribution of the assets 
or the proceeds from the sale thereof. The Treasury regulations 
relax the literal requirements by providing in section 1.346-1 (c) that 
if a business is sold after having been actively conducted until the 
date of sale, the proceeds need not be distributed at the moment of 
sale but may be distributed “as soon thereafter as reasonably pos- 
sible.” The proposed paragraph (2) would also cover cases in which 
a business is involuntarily terminated, as might occur in the case of 
fire. The new provision would allow reasonable time to collect the 
proceeds of insurance and investigate the possibility of reestablishing 
the business before the corporation makes the decision to distribute 
the insurance proceeds and the other funds flowing from the termina- 
tion of the business. 

Existing law, as interpreted in the regulations (sec. 1.346 (b)), 
requires that all the assets of the terminated buisness, or the entire 
proceeds of sale thereof, be distributed to shareholders. Para- 
graph (3) of the proposed revision would permit part of the assets, 
or part of the proceeds of sale, to be distributed while the balance is 
retained in the corporation. This change is recommended because 
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of the difficulty in some cases of determining the precise extent of 
the assets of the discontinued business. Moreover, some of those 
assets may be needed to discharge corporate liabilities attributable 
to the discontinued business. 

At the same time paragraph (4) has been added requiring that the 
amount of the distribution must be at least equal to 20 percent of the 
excess of the fair market value of the assets of the corporation over the 
liabilities of the corporation existing immediately before the distribu- 
tion. This will insure that the distribution will represent a signifi- 
cant portion of the net worth of the corporation, and will serve to 
distinguish it from an ordinary distribution of current profits. 

Definition of active business (coordination with section 355) —The 
advisory group recommends that the statute be amended to include 
a definition of “active business” which will apply both for the pur- 
poses of section 346 and for the purposes of 355 (relating to distribu- 
tions of stock and securities of controlled corporations). This has 
been inserted as section 346 (e) in the proposed revision of section 
346, applicable both to section 346 and section 355. As in section 
346 (b) of existing law, it is required that the corporation be engaged 
in the active conduct of a trade or business at the time as of which 
the test is applied; that such trade or business has been actively con- 
ducted throughout the 5-year period immediately preceding; and that 
the trade or business was not acquired within the 5-year period in a 
transaction in which gain or loss was recognized in whole or in part 
to the transferor. While the latter provision in existing law seeks to 
rule out cases in which a business is acquired within the 5-year period 
in a transaction in which boot is given to the transferor, it fails of 
its mark in those cases in which the transferor corporation distributes 
the boot to its shareholders. In such event section 362 relieves the 
corporate transferor from recognition of gain on the receipt of the 
boot and taxes the boot to the shareholders of the transferor to whom 
it is distributed. There isa further problem under existing law where 
the business is acquired by purchase from a corporation to which no 
gain is recognized because the sale is made by it following adoption of 
a plan of complete liquidation under section 337. In such case, gain 
or loss may be recognized to the shareholders though not to the 
selling corporation. Accordingly, section 346 (e) (3) (B) in the pro- 
posed revision would rule out a business acquired within the preceding 
5 years not only where gain was recognized to the transferor of the 
business but also where gain was recognized to the shareholders of a 
cornorate transferor. 

Reduction of business rule.—In the revised version of the ad- 
visory grouv proposals there has heen inserted a new section 
(sec. 346 (d)) providing a further alternative test for determin- 
ing whether a distribution constitutes a partial liquidation. 
Dissatisfaction has been expressed with the test of existing law 
(the basic concept of which has been continued in revised sec. 
346 (c)) making partial liquidation status depend upon the termi- 
nation of a separate business conducted for more than 5 years. 
It has been urged that so long as the corporation is engaged in 
the active conduct of business both before and after the distri- 
bution and the distribution stems from a reduction of the corpo- 
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ration’s active business, it should not be necessary that it stem 
from complete termination of a business which was separate 
from the corporation’s remaining business. It has also been 
urged that the length of time the business has been conducted 
should be immaterial so long as the normal capital asset hold- 
ing period requirement for the stock has been satisfied. In addi- 
tion, it has been contended that the size of the distribution 
required should be raised to a level of 50 percent, as contrasted 
with the lack of any specific size requirement in existing law 
and the 20 percent requirement of proposed section 346 (c). 

The advisory group after deliberation has found it difficult 
to find that either the “termination” test with a lower size of 
distribution requirement or the “reduction” test with a substan- 
tially higher size requirement represents the exclusive indicia 
of partial liquidation. It has concluded that each of the two 
tests appears sufficiently rigorous to permit distributions de- 
scribed by them to be accorded partial liquidation treatment. 
Accordingly, the advisory group recommends that both tests be 
prescribed in section 346, so that satisfaction of either the “termi- 
nation of business” test (346 (c)) or the “reduction of business” 
test (346 (d)) or the general “not essentially equivalent to a 
dividend” test (sec. 346 (b)) will entitle the distribution to partial 
liquidation status. 

The advisory group concluded that for purposes of the “reduc- 
tion of business” test as well as the “termination of business” 
test the statute should require that the business be conducted for 
more than 5 years. The advisory group recognized that there 
may be meritorious cases warranting capital-gain treatment on 
distribution where the business has been conducted less than 5 
years. However, it was felt that the elimination of all require- 
ments as to the period of operation in the “reduction of business” 
test might lead to abuse (even though the distribution represents 
more than 50 percent of the net worth)—as, for example, where 
large liquid funds are used to purchase a business and its scope 
of operations is soon thereafter reduced as a means of effecting a 
partial liquidating distribution. The advisory group concluded 
that where the business has been conducted less than 5 years the 
automatic provisions of the “reduction of business” test in pro- 
posed section 346 (d) should not be applicable, but its inapplica- 
bility would not prejudice the taxpayer’s right to obtain capital- 
gain treatment under the general “not essentially equivalent to a 
dividend” test of section 346 (b) in the light of the surrounding 
facts and circumstances. Accordingly, in the proposed drafts 
the definition of “active business” in section 346 (e), which con- 
tains the 5-year operation requirement, applies for purposes of 
the “reduction of business” test of section 346 (d) as well as the 
“termination of business” test of section 346 (c), but does not 
apply for purposes of the “not essentially equivalent to a divi- 
dend” test of section 346 (b). 

Dividends paid deduction and information returns.—In the pro- 
posed revision the last sentence of present section 346 (a) (relating to 
the dividends paid deduction under section 562 (b) and information 
returns under section 6048) has been deleted. The advisory group 
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recommends that sections 562 (b) and 6043 be amended to make them 
applicable both to redemptions of stock under section 302 (a) as well 
as under section 346, in the same manner as in section 312 (e) of exist- 
ing law. This would be accomplished by inserting after the word 
“liquidation” where it appears in the first sentence of section 562 (b), 
and in section 6048 (1) and (2), the words “or in redemptions to which 
section 302 (a) or 303 applies.” 


SECTION 18. TRANSFER TO CORPORATION CONTROLLED 
BY TRANSFEROR—AMENDMENT OF SECTION 351 


The proposed amendment to section 351 (a), relating to stock or 
securities issued for services or for section 306 stock, is explained in the 
comments with respect to section 7 of the proposed amendments, 
supra, under Section 351 exchanges and capital contributions of sec- 
tion 306 stock. 

The advisory group recommends that section 351 (b) be amended 
by the addition of two subparagraphs applicable to corporate trans- 
ferors which receive boot in section 351 transactions constituting part 
of a corporate division under section 355 or part of a plan of reorgan- 
ization within the meaning of section 368. These subparagraphs 
would relieve the corporate transferor from recognition of gain by 
reason of the receipt of boot to the extent that the boot is distributed 
to its shareholders pursuant to the plan. 

Section 356 transactions.—The first new subparagraph is inserted in 
section 351 in the proposed revision as section 351 (b) (1) (B) to cover 
transactions at the corporate level which are a part of a corporate 
division under section 355. This is done because in the proposed 
revision transfers of property from one corporation to a controlled 
corporation as a part of a plan for a corporate division under section 
355 are removed entirely from the area of reorganizations. (See secs. 
368 (a) (1) (C) (iii) and 368 (a) (1) (D) (iii) and the comments 
relating thereto, under sec. 26. Definitions relating to corporate 
reorganizations—amendment of sec. 368.) In such cases nonrecogni- 
tion of gain or loss at the corporate level would be governed entirely 
by section 351, and the new subparagraph (B) in section 351 (b) (1) 
is necessary to relieve the corporate transferor from tax to the 
extent boot is received by it and concurrently distributed to its share- 
holders. 

Reorganizations.—The second new subparagraph (section 351 (b) 
(1) (C)) has been inserted in the proposed revision to coordinate the 
rules applicable to a corporate transferor which receives boot in a 
transaction which qualifies both under section 351 and as a reor- 
ganization under section 368 (a) (1) (D). In existing law section 
351 does not relieve the corporation from tax if it distributes the boot, 
but the overlapping provisions of section 361 do grant such relief. 
In the proposed revision section 351 (b) (1) (C) would make clear 
that in such a case the corporate transferor will be relieved from tax 
to the extent provided in section 361. 

For a further discussion of the provisions relieving the corporate 
transferor from tax on the receipt of boot to the extent concurrently 
distributed to its shareholders see the comments relating to section 361 
under section 24. 
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SECTION 19. EXCHANGES OF STOCK AND SECURITIES 
IN CERTAIN REORGANIZATIONS—-AMENDMENT OF 
SECTION 354 


The principal change recommended by the advisory group in the 
proposed revision of section 354 relates to its application to exchanges 
of stock and securities in reorganizations pursuant to section 368 
(a) (1) (D). Under present law, in order for a transaction to qual- 
ify as a reorganization under section 368 (a) (1) (D), there must 
be a transfer by a corporation of all or a part of its assets to another 
corporation, immediately after the transfer the transferor or its 
shareholders must be in coatrol of the transferee corporation, and the 
transferor must make a distribution of the stock or securities received 
by it from the transferee corporation in a transaction which qualifies 
under section 354, 355, or 356. 

Section 354 in existing law then provides nonrecognition of gain or 
loss to a holder of stock or securities in the transferor corporation 
who exchanges them solely for stock or securities in the transferee cor- 
poration. However, section 354 (b) then withdraws the non- 
recognition privilege if the exchange is made in pursuance of a plan 
of reorganization under section 368 (a) (1) (D) unless the transferee 
corporation acquires substantially all the assets of the transferor cor- 
poration and the transferor completely liquidates. The apparent 
purpose of these interlocking provisions is to deny nonrecognition of 
gain or loss in the case of a corporate division which does not qualify 
under the strict rules of section 355. 

The present statutory technique may be defective in that it may 
not be adequate to protect the rules of section 355 in the case of a 
“splitup”—1. e., where corporation A transfers part of its assets to 
subsidiary B and the remainder of its assets to subsidiary C, after 
which A dissolves, distributing to its stockholders the stock of B and 
C. If the transaction does not qualify under section 355, none of the 
reorganization provisions are applicable by their terms and the share- 
holders may be taxed as on a complete liquidation of the corporation 
under section 331. Thus under existing law if the shareholders have 
a high basis for their stock in the corporation (for example, by acquir- 
ing it by inheritance or by recent purchase) they may possibly be in a 
position to consummate without tax to themselves a splitup of the 
corporation which does not qualify for tax deferral under section 355. 
Even if they do not have a high basis for their stock, they may pos- 
sibly be able, at the price of a capital gains tax, to withdraw from the 
corporation surplus property which if otherwise distributed would be 
taxable to them as a dividend. 

To insure that any opportunity for avoidance of the requirements 
of section 355 is foreclosed by the terms of the statute, the advisory 
group recommends the following changes in existing law: 

(1) Section 368 (a) (1) (D) should be amended (a) to require 
a complete liquidation of the transferor corporation and (b) to 
provide that it will not apply to any transaction which is part of a 
plan involving a distribution qualifying under section 355 (or so 
much of section 356 as relates to section 355). See sec. 368 (a) 
(1) (D) (ii) and (iii) in the proposed revision. ) 








64 REVISED REPORT ON CORPORATE DISTRIBUTIONS 


(2) Sections 354 and 356 should be amended to provide that 
in the case of an exchange in pursuance of a plan of reorganization 
under section 368 (a) (1) (D), if the corporation distributes 
stock in more than one corporation which is a party to the reor- 
ganization, only the stock having the highest fair market value 
will be permited to be received without recognition of gain or loss 
to (or inclusion in income of) the shareholder. The stock in 
any other oneporstzeg or corporations a party to the reorganiza- 
tion received by the shareholder should be treated as boot. (See 
secs. 354 (a) (2) (B) and 356 (f).) 

The result of these recommended changes would be that in the case 
of a corporate division which qualifies under section 355 (or so much 
of sec. 356 as relates to sec. 355), the reorganization provisions would 
be wholly inapplicable because the transaction would be excluded 
from the definitions of the term “reorganization” in section 368. The 
transactions at the corporate level would be governed by section 351 
and those at the shareholder level would be governed by sections 355 
and 356. 

In the case of a corporate division which does not qualify under 
section 355, if the SS karen corporation does not completely liquidate, 
the reorganization provisions would be inapplicable and distributions 
would be taxable as a dividend or as otherwise provided in section 
301, 302, or 346. However, if the transferor does completely liqui- 
date, the transactions would constitute a reorganization under section 
368 (a) (1) (D). In that event under sections 354 (a) (2) (B) and 
356 (f) the shareholder would be permitted to receive without recog- 
nition of gain or loss (or inclusion in income) only the stock which 
has the highest fair market value, and the other stocks would be taxed 
to him as boot under section 356. 

This latter treatment would apply, however, only if as part of the 
sm some or all of the assets of the distributing corporation are trans- 

erred to another controlled corporation. For example, if corpora- 
tion X has a subsidiary Y (or two subsidiaries, Y and Z) formed in 
1950 and X also owns other assets, a complete liquidation of X in 1958 
would be treated as a capital-gain transaction under section 331 
(assuming it was not a “collapsible”) and not as a reorganization 
under sections 368, 354, and 356. But if, asa part of a plan, part or 
all of X’s other assets are transferred to a new controlled corporation 
M, the transaction would be treated as a reorganization under 368 
(a) (1) (D); then, of the properties received by the shareholders in 
the complete liquidation of X, only the stock of the transferee corpo- 
ration M could be received by the shareholders without recognition 
of gain or loss or inclusion in income, since it would be the only stock 
of a corporation a party to the reorganization received by the share- 
holders in the exchange. The stocks of the subsidiaries would be 
treated as boot under section 356. If, in lieu of transferring its other 
assets to new corporation M, corporation X transferred part of such 
assets to subsidiary X and part to subsidiary Y and then dissolved 
in a transaction not qualifying under section 355, the shareholders 
could receive without tax the stock of either Y or Z, whichever stock 
has the highest fair market value, but the other stock would be treated 
as boot under section 356. 
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SECTION 20. DISTRIBUTION OF STOCK AND SECURITIES 
OF A CONTROLLED CORPORATION—AMENDMENT OF 
SECTION 355 


The advisory group recommends that section 355 be amended to 
coordinate it more fully with section 346 (relating to partial liquida- 
tions), and to give to the Secretary or his delegate authority to 
approve of certain corporate divisions not specifically permitted in 
the statute if he is satisfied that tax avoidance is not one of the prin- 
— purposes of the transaction. : 

he advisory group recommends the continuation of the require- 
ment of existing law that the distributing corporation must in eve 
case under section 355 either (1) distribute all of the stock and securi- 
ties of the controlled corporation held by it immediately before the 
distribution, or (2) distribute an amount constituting control in 
which latter event the Secretary or his delegate must find that the re- 
tention by the distributing corporation of stock or securities in the 
controlled corporation does not have as one of its principal purposes 
the avoidance of Federal income tax. 

If either of these requirements is satisfied, then under the proposed 
revision the transaction would qualify under section 355 if (1) both 
corporations satisfy the “active business” requirements, (2) the fair 
market value of the stock or securities distributed is at least equal to 
20 percent of the net worth of the distributing corporation, and (3) 
the transaction was not used principally as a device for the distribu- 
tion of earnings and profits. (See sees. 355 (a) (1) (B) (i) and 355 
(b).) The definition of “active business” in section 346 (e) would 
apply under section 355 for this purpose. The 20 percent requirement 
corresponds to a similar provision in section 346 (c). 

It is further provided in section 355 (a) (1) (B) (ii) of the pro- 
posed revision that even though the transaction does not otherwise 
qualify under section 355 because of failure to satisfy the active busi- 
ness requirements or the 20 percent distribution requirement, it will 
nevertheless qualify under section 355 if it is established to the satis- 
faction of the Secretary or his delegate that the distribution is not in 
pursuance of a plan having as one of its principal purposes the avoid- 
ance of Federal income tax. For example, even if the controlled cor- 
toh and the distributing corporation are not engaged in separate 

usinesses, the Secretary or his delegate might find that a division of 
a single business qualifies under section 355, particularly where after 
the division certain stockholders will own stock in only one of the 
corporations and the remaining stockholders will own only stock in 
the other corporation. Permitting some latitude in administration 
of the section should serve to prevent a rigid interpretation of the 
requirements of clause (i). 

As in the case of the definition of “active business” in section 346 
(e), the provisions of section 355 disqualifying distributions of stock 
or securities of a controlled corporation acquired within the previous 
5 years where the control was acquired in a transaction in which gain 
or loss was recognized to the transferor, have been revised to exclude 
also acquisitions in which gain or loss was recognized to a stockholder 
of the transferor. (See secs. 355 (a) (3) (B) and 355 (b) (2) of the 
proposed revision.) The provisions of existing law have also been 
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clarified with respect to the determination of the acquisition of con- 
trol, particularly with respect to cases in which part of the stock was 
acquired more than 5 years before the distribution. 


SECTION 21. RECEIPT OF ADDITIONAL CONSIDERA- 
TION—AMENDMENT OF SECTION 356 


Reversing theory of Howard v. Commissioner.—Section 356 (a) of 
existing law provides that “if * * * section 354 * * * would apply 
to an exchange but for the fact that” boot is received, gain shall be 
recognized in an amount not in excess of the amount of boot. In 
Howard v. Commissioner (238 F. 2d 943 (7th Cir., 1956)), a stock- 
holder in corporation A exchanged all of his stock in A solely for 
voting stock of corporation B, as a part of a plan in which B acquired 
control of A. However, some of the other stockholders of corpora- 
tion A received cash from corporation B for their stock in A. The 
court held that, under the comparable provisions of the 1939 Code, the 
transaction did not constitute a reorganization because the controlling 
interest in B was not acquired by A solely for its voting stock. Never- 
theless, the court held that, under the 1939 Code equivalent of section 
356 (a), the particular taxpayer had no recognizable gain because the 
transaction would have been a reorganization under the predecessor 
of section 368 (a) (1) (B) “but for the fact that” part of the consid- 
eration given by A to acquire stock of B consisted of boot. 

The advisory group recommends that section 356 (a2) be amended 
to make clear that it operates only in a transaction which, independent 
of its provisions, qualifies as a reorganization under section 368 or 371 
or qualifies as a division under section 355. Such a change is believed 
advisable in order to insure that reorganization transactions meet 
the continuity-of-interest requirements of section 368 (a) (1) (B) 
and (C). 

In the proposed revision this is accomplished by changing the intro- 
ductory words of section 356 (a) (1) and (2) to read: 

If section 354 would apply to an exchange made pursuant to a plan of reorgan- 
ization * * * but for the fact— 
that boot is received. By virtue of this modification in language, the 
boot provision will be inapplicable unless the transaction would con- 
stitute a reorganization aside from the application of section 356. 

The actual result to the taxpayer in the Howard case would be sus- 
tained under the proposed revision of section 368 (a) (1) (B). See 
the comments made with respect to section 368 (a) (1) (B), infra, 
under section 26. 

Boot received in 368 (a) (1) (D) reoraanizations.—In section 356 
(a) of existing law the boot provisions literally operate only where 
stock or securities are exchanged for stock or securities. In a 368 (a) 
(1) (D) reorganization, cases have arisen in which one controlled cor- 
poration immediately prior to its complete liquidation transfers prop- 
erty gratuitously to another corporation controlled by the same share- 
holders without receiving back any stock or securities of the transferee. 
Moreover, in the area of so-called reincorporations a corporation may 
be completely liquidated and part of the assets received by the share- 
holders may be transferred by them as a contribution to capital of 
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another controlled corporation. In the suggested revision the lan- 
guage of section 356 (a) (2) (B) (ii) would bring these transactions 
within the boot rule even though no stock or securities are received 
from the transferee corporation. 

The operation of section 356 (a) (2) (B) (ii) may be illustrated by 
the following example. Assume that individual A owns all of the out+ 
standing stock of corporations X and Y. Corporation X is com- 
pletely liquidated and A, pursuant to a plan, promptly transfers its 
operating assets to corporation Y as a contribution to capital, retain- 
ing personally a substantial amount of cash received by him in the 
liquidation of X. Under section 368 (a) (1) (D) the transaction con- 
stitutes a reorganization because there is a transfer of a part of the 
assets of X to Y, the shareholder of X is in control of Y and X is com- 
pletely liquidated. Under section 368 (b) (2) both corporations are 
parties to the reorganization. Section 354 does not apply because the 
exchange of stock of X is not made solely for stock of another cor- 
poration a party to the reorganization. But section 356 (a) (2) (B) 
(ii) does apply to the transaction because the exchange was made pur- 
suant to a plan of reorganization under section 368 (a) (1) (D) and 
section 354 would apply to the exchange but for the fact that the prop- 
. erty received in exchange for the stock of X consists not of stock of Y 
but entirely of other property or money. 

Thus under section 356 (a) (2) (B) (ii) gain or loss will be recog- 
nized to A, and amounts will be includible in his income, to the extent 
provided in section 356 (b) (1). If the receipt of all or part of the 
cash has the effect of a distribution of a dividend or a partial liquida- 
tion, it will be taxed to A as such under section 356 (b). Otherwise, the 
cash received and retained by A will be treated under section 356 (b) 
(1) (B) asa distribution to which section 301 (c) (2) and (3) applies, 
in which event it will be applied against and reduce the basis of the X 
stock in the hands of A and any excess will be taxed to A as a capital 

ain. 

- Elimination of gain requirement.—Under section 356 (a) of existing 
law the boot provisions operate to tax a shareholder recipient only 
where the fair market value of stock, securities and boot received by 
him exceeds his adjusted basis for the stock and securities he turns in 
to the distributing corporation in exchange therefor. Thus under 
existing law persons who have a high basis for their stock in the dis- 
tributing corporation (as, for example, where the stock has recently 
been inherited or purchased) may be able to withdraw corporate 
property without dividend tax if the withdrawal occurs as part of a 
plan of reorganization, whereas they could not do so if the distribution 
occurred apart from a reorganization. This might even be the case 
where a corporation is merely reincorporated in another state while 
remaining in the control of the same stockholders in the same 
proportions. 

The advisory group recommends that section 356 be amended to 
tax a shareholder on the receipt of boot in a reorganization, whether 
or not he has a gain on the exchange, in the same manner in general as 
he would be taxed if the distribution were made by the corporation 
without a reorganization occurring. Under section 356 (b) in the 
proposed revision the tax treatment of boot received by a shareholder 
would not depend upon his basis for his stock and would be the same 
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whether the property is distributed in a reorganization or in a non- 
reorganization case, except that under section 356 (b) dividend treat- 
ment would be limited to the recipients’ ratable share of the earnings 
and profits of the corporation referred to in section 316 (a) (1) or (2). 
The latter limitation is believed desirable in the reorganization cases 
in order to provide a proper rule for the treatment of boot received 
by holders oh preterit stock. 

Treatment of boot as partial liquidations or 302 (a) or 303 distribu- 
tions.—In existing law if the boot provisions of section 356 (a) are 
applicable, that part of the gain which has the effect of the distribution 
of a dividend is treated as a dividend to the shareholder to the extent of 
his ratable share of the earnings and profits of the corporation accumu- 
lated after February 28, 1913. There is, however, no provision in 
existing law stating that such part of the distribution as has the effect 
of a partial liquidation under section 346 or a redemption of stock 
under section 302 (a) shall be treated as such. Accordingly, some boot 
distributions in reorganizations have been taxed to shareholders as 
dividends although they represent the proceeds from the sale of a 
business which might be entitled to capital-gain treatment as a 
partial liquidation under section 346 if distributed without a reorgani- 
zation occurring. See e. g., Lewis v. Commissioner (176 F. 2d 
646 (1st Cir., 1949) ). 

The advisory group recommends that section 356 be amended to 
provide that, in the case of a distribution of boot in a reorganization 
or section 355 transaction, such part of the distribution as has the 
effect of a dividend (but not in excess of the recinient’s ratable share 
of the earnings and profits referred to in section 316 (a) (1) or (2)) 
will be treated as a dividend, such part as has the effect of a partial 
liquidation shall be treated as such, and snch part as has the effect 
of a redemption under section 302 (a) or 303 shall be treated as such. 
(See sec. 356 (b) (1) (A) in the proposed revision.) If, for example, 
money distributed as boot in a reorganization constitutes the proceeds 
from a sale of a business, and the distribution would qualify as a par- 
tial liquidation under section 346 if it did not occur as a part of a plan 
of reorganization, it would be treated as received in exchange for part 
of his stock and the gain or loss thereon accorded capital gain or loss 
treatment in the same manner as if the distribution had occurred apart 
from a reorganization. 

Tt is intended that in determining under section 356 (b) (1) (A) 
(11) whether the receipt of boot has the effect of a distribution in 
redemption of stock under section 302 (b), the attribution rules of 
section 318 shall be applicable to the same extent that they apply 
under section 302 (b). It is also intended that in determining 
whether the distribution has the effect of a substantially dispropor- 
tionate redemption under section 302 (b) (2), the 80 percent test 
therein prescribed would be anplied with reference to the percentages 
of stock holdings among the former shareholders in the corporation 
acquired in a (B) reorganization and in the transferor corporation in 
(C) and (D) reorganizations, and not by reference to the percentage 
holdings in the transferee corporation asa whole. Thus, in a 368 (a) 
(1) (C) reorganization, where the assets of the transferor corporation 
are acquired for stock and cash of the transferee, if the cash received 
by the transferor is applied in redemption of some of the shares of 
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common stock of the transferor and the transferee’s stock is distributed 
in exchange for the balance of the transferor’s common stock, the dis- 
proportionality test of section 302 (b) (2) will be applied as though 
the redemptions for cash had been made by the transferor corporation 
in the absence of a reorganization. If ina (B) or (C) reorganization 
common stock is exchanged solely for nonvoting preferred stock and 
cash of the transferee in the same proportions on each share sur- 
rendered in exchange, the cash will be treated as qualifying as a dis- 
proportionate redemption under section 302 (b) (2) of ee of the 
stock surrendered in exchange and the nonvoting preferred stock will 
be treated as acquired in a tax-free exchange for the balance of the 
stock surrendered in exchange; but if common stock and cash are 
received (with or without the receipt of preferred stock), the trans- 
action will not have the effect of a disproportionate redemption under 
section 302 (b) (2) in view of the continuing common stock interest of 
the stockholders and the fact that the cash is distributed propor- 
tionately. 

Boot received in exchanges for securities—The advisory group rec- 
ommends that section 356 be amended to require that such part of any 
boot received in exchange for securities as has the effect of payment of 
interest on the securities shall be treated as interest income to the 
recipient. (See sec. 356 (b) (2) (A) of the proposed revision.) This 
would change the rule of existing law, established in Commissioner v. 
Carman (189 F. 2d 363 (2d Cir., 1951) ) and Commissioner v. Capento 
Securities Corporation (140 F. 2d 382 (1st Cir., 1944)). In those 
cases the courts held that since boot received in respect of interest does 
not have the effect of a dividend, section 356 provides only capital gain 
treatment for the recipient. However, the amount which may be 
treated as interest would be limited to the interest accrued on the 
securities since the date of the acquisition of the securities by the 
person receiving the boot, or by a person from whom the recipient 
acquired the securities in a transaction in which no gain or loss was 
recognized. This would include, for treatment as interest income, 
boot received in respect of interest accrued during a period of owner- 
ship by a person from whom the securities were acquired by the tax- 
payer by gift or inheritance. 

The purpose of the elimination of the gain requirement and the 
treatment of boot for what it really is, viz, dividend, partial liqui- 
dation d‘stribution, redemption gain, interest, etc., is to prevent a 
reorganization from altering the character of the receipt. There 
is no intention of having the reorganization result in a more bur- 
densome treatment of the receipt than would exist under similar 
circumstances if no reorganization had occurred. Thus with re- 
spect to boot received in exchange for securities, existing case law 
regarding identification of payments and lack of interest income 
until cost has been recovered on defaulted bonds purchased flat, 
will be applicable as much to the receipt of “boot” in reorganiza- 
tions as to similar payments outside of section 356. 

Boot which is not treated as a dividend, partial liquidation, 302 (2). 
or 303 redemption, or interest.—In the proposed revision boot whic 
is received in a reorganization or section 355 division, but which is not 
treated as a dividend, partial liquidation, 302 (a) or 303 stock redemp- 
tion or interest, would be applied against the basis of the stock or 
securities received in the reorganization, and only the excess over basis 
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would be taxed as capital gain. (See secs. 356 (b) (1) (B) and 356 
(b) (2) (B).) This would change existing law which now requires 
that capital gain on the exchange be recognized to the extent of the 
amount of the boot which is not taxed as a dividend. This change 
again has the effect of coordinating the rules for distributions occur- 
ring as a part of a reorganization with those applicable in the absence 
of a reorganization, and seems a necessary corollary of the decision to 
eliminate the requirement of gain as a prerequisite to dividend treat- 
ment of boot received. 

For example, assume the case of a reorganization in which a share- 
holder exchanges common stock for new common stock and cash. If 
the receipt of the cash has the effect of a distribution of a dividend, 

it will be taxed to the shareholder as a dividend whether or not the 
sum of the value of the new stock and the cash exceeds the share- 
holder’s basis for his old stock. But if it does not have the effect of 
a dividend, the cash will be treated as a return of capital and applied 
against the basis of the stock and only the excess over the basis will 
be taxed as capital gain. The result in such case will be substantially 
the same as would be the case if the cash were distributed by the cor- 
poration apart from the exchange of stock for stock. 

Exchanges for section 306 stock.—In the proposed revision section 
356 (e), dealing with the receipt of boot in exchanges for section 306 
stock, has been amended to make the provision apply only if section 
306 (a) would have been applicable if the amount received on the 
exchange had consisted solely of money. The result under section 
356 (e) should not be any more unfavorable to the holder of the sec- 
tion 306 stock than if the transaction had occurred outside the non- 
recognition rules of part ITT. 

Receipt of stock in more than one corporation a party to a 368 (a) 
(1) (D) reorganization.—Section 356 (f) has been added in the pro- 
posed revision to provide that if stock in more than one corporation 
a party to a reorganization is distributed in a 368 (a) (1) (D) reor- 
ganization, only the stock having the highest fair market value will 
be permitted to be received w ithout recognition of gain or loss and the 
other stocks so received will be treated as boot. See the comments 
relating to sections 354 (under sec. 19) and 368 (under sec. 26) regard- 
ing this matter. 

A pplication to insolvency reorganizations.—The advisory group rec- 
ommends that the provisions of section 356 regarding the receipt of 
boot be made applicable to insolvency reorganizations, as was the case 
under the 1939 Code. This has been done in the proposed revision 
of sections 356 and 371. (See the comments relating to sec. 371 under 
sec. 27. 

Sai atataiis of present subsections (b) and (c).—In the proposed 
revision subsection (b) of section 356 in present law has been relettered 


as subsection (c), and subsection (c) of present law has been absorbed 
in subsection (a). 


SECTION 22. ASSUMPTION OF LIABILITY—AMENDMENT 
OF SECTION 357 


Types of transactions to which section 357 (c) applies—The ad- 
visory group recommends that section 357 (c) be made inapplicable to 
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intercorporate exchanges in section 368 (a) tn (D) reorganizations, 
because in the proposed revision section 368 (a) (1) eget the 
complete liquidation of the transferor corporation. The problem 
created by the situation in which the liabilities exceed the basis of the 
assets transferred stems from the fact that, unless a special rule is pro- 
vided in section 357 (c), the transferor will either have a minus basis 
for the stock he receives in the transferee or else (if the stock basis is 
not reduced below zero) he may when he later disposes of his stock 
have a gain which will go untaxed. However, under the proposed re- 
vision of section 368 (a) (1) (D) requiring complete liquidation of 
the transferor corporation no problems of “minus basis” will exist be- 
cause the transferor corporation’s basis for the transferee’s stock will 
disappear when the stock is distributed to its shareholders in the 
liquidation. The advisory group also recommends that section 
357 (c) be made inapplicable to certain section 351 transactions 
which constitute part of a plan under which the transferee’s stock 
or securities are distributed under section 355. 

Liabilities of the transferee-——Section 357 (c) (2) (B) has been 
added to state that section 357 (c) is inapplicable where immediately 
before the exchange the liabilities constitute the primary obligation of 
the transferee corporation. This will make clear that section 357 (c) 
does not apply, for example, in cases in which the property transferred 
has merely been put up by the shareholder as security for indebtedness 
of the transferee corporation prior to the transfer. 


SECTION 23. BASIS TO DISTRIBUTEES—AMENDMENT OF 
SECTION 358 


Changes recommended in section 358 (a).—In the proposed revision 
section 358 (a) has been divided into two subsections, (a) and (b), 
because of the changes which have been made in the boot provisions 
of section 356. The new subsection (a) of section 358 would apply 
only to exchanges under section 351 and 361, which contain their own 
boot provisions. The only change recommended is the deletion of the 
provisions of present section 358 (a) (1) (B) (i), regarding amounts 
treated as a dividend, in view of the inapplicability of the language 
to section 351 and 361 exchanges. 

The proposed new subsection (b) would apply to exchanges made 
pursuant to sections 354, 355, 356, and 371 (b). The basis of property 
permitted to be received in exchange for stock under such sections 
without the recognition of gain or loss would be the same as the 
basis of the stock exchanged, decreased by— 

(1) that part of the basis of the stock exchanged which is 
applied in determining gain or loss with respect to so much of 
any boot received as has the effect of a partial liquidation under 
section 346 or a stock redemption under section 302 (a), and 

(2) the amount of any boot received which under section 356 
is applied in reduction of basis of the stock. (See proposed new 
section 358 (b) (1).) 

The basis of property permitted to be received without recognition 
of gain or loss in exchange for securities would be the same as that 
of the securities exchanged, decreased by any amount which under 
section 356 (b) (2) (B) is applied in reduction of basis of the securities 
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permitted to be received without recognition of gain or loss. (See pro- 
posed new section 358 (b) (2).) 

The proposed new section 358 (b) (3) would provide that the basis 
of any boot (except money) received shall be its fair market value, as 
under section 358 (a) (2) of existing law, but a further provision has 
been inserted to the effect that if the distributee of the boot is a cor- 
poration its basis shall be determined, as under section 301 (d), by 
reference to the amount of the distribution determined under section 
301 (b) (1). This change will produce the same basis for property 
received as a dividend by a corporate stockholder in a reorganization 
as would be the case if the distribution occurred apart from a reor- 
ganization. An additional provision has been inserted as section 
358 (b) (3) (B) to coordinate the basis rules with those of section 334 
(a) where the distribution of the boot has the effect of a partial liqui- 
dation or section 302 (a) redemption. 

Relettering of subsections (b) and (c).—By reason of the changes 
referred to above, subsections (b) and (c) of section 358 in existing 
law have been relettered as subsections (c) and (d), agers 

Liabilities of the transferee.—Section 358 (e) in the proposed revi- 
sion (sec. 358 (d) in existing law), treating assumption of liabilities as 
the receipt of boot for the purpose of determining basis adjustments, 
would be made inapplicable to liabilities which, immediately before 
the exchange, are the primary obligation of the transferee. This 
change is consistent with a corresponding change recommended in 
section 357 (c). See the comments relating to section 357 under sec- 
tion 22. 

Property received for treasury stock.—Section 358 (f) in the pro- 
posed revision (sec. 358 (e) in existing law) has been amended so as 
to make certain that the decision in Firestone Tire and Rubber Com- 
pany (2 T. C. 827 (1948) ) will not apply. This amendment, together 
with a corresponding amendment in section 362 (b), is recommended 
in order to make clear that the basis of property received in a reorgani- 
zation by a corporation in exchange for its own stock is to be deter- 
mined under section 362 by reference to the basis of the property in the 
hands of the corporation from which it is acquired (and not by refer- 
ence to the basis of the stock given in exchange for the property), 
whether the corporation receiving the property gives newly issued 
stock or gives treasury stock in exchange for the property. Both sec- 
tions 358 and 362 in present law provide that section 362, rather than 
section 358, shall be applicable if the property is acquired by the “issu- 
ance” of stock or securities of the transferee as the consideration in 
whole or in part for the transfer of property to it. In the Firestone 
case it was held under the 1939 Code that the giving of treasury stock 
in exchange for the property does not constitute an “issuance” of stock 
by the transferee company. Changes made in the 1954 Code, particu- 
larly the insertion of section 1032, may make the Firestone case inap- 
plicable under the 1954 Code, but it is believed desirable to make a 
specific change in sections 358 and 362 in this respect. 

In the proposed revision section 358 (f) (sec. 358 (e) of existing law) 
would be changed to provide that section 358 shall not apply in the 
determination of the basis of property if section 362 is applicable in 
determining the basis of such property, and the language of the pro- 
vision in section 362 (b) would be changed by inserting the word 
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“exchange” in lieu of the word “issuance.” Thus, section 362, instead 
of section 358, would be clearly applicable whether the transferee cor- 
poration issues new stock or transfers its treasury stock in exchange 
for the property acquired by it. 


SECTION 24. NONRECOGNITION OF GAIN OR LOSS TO 
CORPORATIONS—AMENDMENT OF SECTION 361 


Changing theory of Howard case-—The advisory group recommends 
that the introductory language of section 361 (b) be changed, in the 
same manner as recommended in section 356 (a), so as to make clear 
that the section applies only if, wholly apart from this section, the 
transaction constitutes a reorganization. This would make clear that 
the theory adopted in Howard v. Commissioner, swpra, will not apply 
under the proposed revision. See the comments relating to section 
356 under section 21. 

Boot received in 368 (a) (1) (D) reorganizations.—As in the case 
of section 356, which operates at the shareholder level, revised sec- 
tion 361, which operates at the corporate level, brings section 368 
(a) (1) (D) within the boot rule even though no stock or securities 
are received from the transferee corporation. See the comments 
relating to section 356 under section 21. 

Reduction of corporate gain for boot distributed—The advisory 
group recommends that section 361 (b) (1) be amended to provide that 
any gain otherwise recognized to the corporation by reason of the 
receipt of boot be reduced to the extent that the boot is distributed by 
the corporation in pursuance of the plan of reorganization. In exist- 
ing law any gain to the corporation is recognized to the extent that boot 
is retained; under the proposed revision the gain otherwise recognized 
would be reduced to the extent boot is distributed. For example, 
assume that the gain realized by the corporation on the exchange is 
$50,000 and that the amount of boot received is $70,000. If the cor- 
poration distributes $15,000 of the boot in pursuance of the plan of 
reorganization, under existing law the full gain would still be recog- 
nized to the corporation because the boot retained ($55,000) exceeds 
the realized gain ($50,000). Under the proposed revision the $50,000 
realized gain would be reduced by the amount of the boot distributed 
($15,000), with the result that only $35,000 of gain would be recog- 
nized to the corporation. This change has been recommended because 
it fits more appropriately into the program recommended in section 356 
of taxing the receipt of the boot at the shareholder level whether or 
not the shareholder realizes any gain on his exchange of stock or 
securities pursuant to the plan of reorganization. A similar provision 
has been inserted in section 351 (b) (1) (B). 

Distribution of money.—Present law, read literally, permits a reduc- 
tion in the gain otherwise recognized to a corporation in a reorgani- 
zation by reason of its receipt of money or other property in addition 
to stock or securities of the transferee corporation only to the extent 
“of the sum of such money and the fair market value of such other 
property so received, which is not * * * distributed” in pursuance 
of the plan of reorganization. The advisory group recommends that 
the word “such” as applied to money distributed be deleted. Thus 
the gain otherwise recognized to the corporation would be reduced to 
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the extent any money, whether or not received from the transferee, 
is distributed in pursuance of the plan of reorganization. Any money 
so distributed will be taxed as boot at the shareholder level. This 
change will make it possible for boot to be taxed to the shareholders, 
rather than to the corporation, where the property received by the 
corporation cannot be distributed. This may occur where the boot 
consists of an assumption of liabilities, or of property which cannot 
be appropriately divided among the shareholders. A similar provision 
has bein made in section 351 (b) (1) (B). 

Matter for further consideration—The advisory group sug- 
gests that it may be found desirable on further consideration to 
provide for complete nonrecognition of gain at the corporate 
level, regardless of whether boot is received or of whether, if 
received, it is distributed to shareholders or paid over to creditors. 
In view of the advisory group’s recommendation that liquidation 
of corporate transferors be required in all reorganization cases, 
the only instance in which recognition of gain will occur at the 
corporate level under the advisory greup’s draft of proposed 
amendments is when boot is not distributed to shareholders in 
an amount equal to the corporate gain—which means when it is 
used to discharge liabilities of the corporation not assumed by the 
transferee corporation. If, on the other hand, the liabilities 
are assumed, there is no recognition of gain, nor will there 
be any step-up in the basis of assets upon the later payment of 
the indebtedness by the transferee corporation. Arguably, the 
two types of transactions should be treated alike, particularly in 
section 368 (a) (1) (D) reorganizations, so as to postpone the 
recognition of gain until the assets are disposed of to outsiders 
vis-a-vis the continuing enterprise and thereby prevent basis 
manipulation. 


SECTION 25. BASIS TO CORPORATIONS—AMENDMENT 
OF SECTION 362 


The advisory group recommends the insertion of a new section 
362 (b) (2) to provide for adjustments to the basis of stock of a sub- 
sidiary held by a parent corporation where, in a reorganization under 
section 368 (a) (1) (A), (B) or (C), stock or property is acquired by 
a subsidiary in exchange for stock issued by its parent. The new 
provision would also apply where the parent exchanges its own stock 
for the stock or property and then transfers it to the subsidiary. In 
view of the fact that the subsidiary in such a transaction may receive 
the stock or property without any consideration passing from it to the 
parent, or may issue its own stock or securities to the parent, or may 
transfer other property to the parent in the transaction, it is recom- 
mended that the statute provide that the appropriate basis adjust- 
ment shall be made under regulations to be prescribed by the Secre- 
tary, without spelling out detailed rules in the code. See the com- 
ments concerning this type of reorganization transaction under sec- 
tion 26. Generally speaking, the appropriate basis on an asset 
acquisition would be one reflecting the basis of the underlying 
assets acquired by the subsidiary, though, to the extent the 
parent’s stock in the subsidiary may be really only a continu- 
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ation of a prior investment in the transferor corporation (see, 
for example, Rev. Rul. 57-278, 1957-1 C. B. 124), the parent’s 
own prior basis for its investment should be preserved. Inno case 
would the fair market value of the parent’s stock be the appro- 
priate figure. 

The advisory group recommends that the last sentence in section 
362 (b) of existing law (sec. 362 (b) (3) in the proposed revision) be 
amended in two respects. The first amendment would make clear 
that section 362 applies to stock or property acquired by a subsidiary 
in a reorganization in exchange for stock or securities of its parent as 
well as for its own stock or securities. See the comments concerning 
this matter under section 26. The second amendment would make 
specifically inapplicable the result reached in Firestone Tire & Rubber 

o., supra, relating to cases in which property is acquired by a corpo- 
ration in exchange for treasury stock. See the comments relating to 
section 358 under section 23. 


SECTION 26. DEFINITIONS RELATING TO CORPORATE 
REORGANIZATIONS—AMENDMENT OF SECTION 368 


Statutory mergers and consolidations.—Though retained as a 
separate category of reorganization in the proposed section 368 as 
revised, statutory mergers and consolidations must meet either 
the proposed continuity of interest requirement of clause (C) 
reorganizations or the proposed control requirement of clause 
(D) reorganizations. There should be no difference in the tax 
treatment of reorganization transactions insofar as the con- 
tinuity of interest or control requirements are concerned depend- 
ing upon whether it is possible under the local law to consummate 
them by a statutory merger or consolidation, or whether they must 
be carried out by an exchange of stock for properties or an ex- 
change of stock for stock. Yet, retention of statutory mergers or 
consolidations as a separate category may be desirable to avoid 
any confusion as to their inclusion. 

“Continuity of interest” rule——Existing law requires that in the 
case of (B) reorganizations (acquisition of stock where the acquir- 
ing corporation is in control of the corporation whose stock is ac- 
quired) and (C) reorganizations (acquisition of substantially all the 
assets of another corporation), the sole consideration which may be 
given by the acquiring corporation must be its voting stock, subject to 
a minor exception in the (C) reorganization cases. The “solely for 
voting stock” test has long been criticized and seems an inadequate 
criterion. It was adopted originally in the Revenue Act of 1934 be- 
fore a number of important court decisions were handed down estab- 
lishing principles to be followed in interpreting the reorganization 
provisions of the statute. The test now unduly restricts the operation 
of the reorganization provisions, sometimes to the detriment of tax- 
payers and at other times to the loss of the Treasury. The inclusion 
of a small amount of property other than voting stock may lead to 
imposition of a heavy capital gains tax, or may relieve from tax (or 
convert into capital gains tax) amounts which properly should be 
taxed to shareholders as a dividend. 
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The advisory group recommends that in lieu of the “solely for vot- 
ing stock” test there be substituted a requirement that 66% percent 
of the consideration received in exchange for the stock or property 
transferred, measured by fair market value, consist of stock of the 
acquiring corporation. The advisory group believes that the trans- 
ferors should receive a major part of their consideration in the form 
of a stock interest in the transferee in order for the nonrecognition 
of gain or loss provisions and the boot provisions of the reorganiza- 
tion sections to be applicable. The suggested 6624 percent figure 
represents a change from the 50 percent figure recommended in 
the advisory group’s initial report. The advisory group has 
attempted to set the percentage at a figure which will be high 
enough to require a significant continued interest on the part 
of the shareholders of the transferor corporation and yet not 
so high as to lead to undue valuation problems. Particularly in 
view of the stricter provisions which have been recommended in sec- 
tion 356 regarding dividend treatment to shareholders receiving boot 
in corporate reorganizations, the proposed new test should be of as 
much benefit to the Treasury in appropriate cases as it will be to 
taxpayers in others. It is intended that in (B) reorganizations 
(stock-for-stock) boot received by the shareholder can have the effect 
of a dividend, and be taxable as such, under the boot provisions of 
section 356 (b) (1) in the same manner as in (A), (C) and (D) re- 
organizations, determined in each case by reference to the earnings 
of the acquired or transferor corporation as though the distribution 
of the boot had been made by it. 

The advisory group believes that it should be immaterial whether 
the stock so received is voting or nonvoting, since the test should be 
that of an economic continuity of interest rather than a right to vote 
in the election of directors or on other corporate matters. Further- 
more, it would be difficult to provide or administer a rule which 
would require that voting rights be proportionate to the fair market 
value of the property transferred, and unless such a requirement is 
made the voting stock test is relatively inconsequential. 

The advisory group further believes that, as in existing law, pre- 
ferred stock as well as common stock should be permitted to be 
received without recognition of gain or loss. Existing law permits 
voting preferred stock to be received in (B) and (C) reorganizations, 
and permits both nonvoting and voting preferred stock to be received 
in statutory mergers and consolidations. In view of the recommenda- 
tion that voting rights not be the criterion for determining continuity 
of interest, the advisory group recommends that both voting and non- 
voting preferred stock be permitted to be received in (A), (B) and 
(C) reorganizations. It would obviously be advisable to permit 
preferred stock of the transferee to be exchanged in (A), (B) and 
(C) reorganizations for preferred stock. Since common stockholders 
could exchange their common stock for preferred stock in a tax-free 
recapitalization prior to the transactions with the transferee cor- 
poration, it would seem advisable to permit the same result to be 
accomplished entirely as a part of a single tax-free exchange with 
the transferee corporation. It is true that the preferred stock of the 
transferee may represent only a limited interest in the continuing 
enterprise. Preferred stock, however, is subject to the business risks 
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of the transferee, the degree of risk depending upon the amount of 
equity represented by the common stock. There is a sharp distinction 
in the code between debt on the one hand and stock (both preferred 
and common) on the other—for example, with respect to the interest 
deduction, the treatment of payments made in redemption of the 
securites, etc. The provisions of section 306 seem adequate to prevent 
any avoidance of tax which might otherwise flow from the receipt of 
both preferred and common stock. The advisory group recommends, 
therefore, that preferred stock of the transferee So permet to be 
received in the reorganization exchange. 

In the amendments as revised, the continuity of interest test in 
(C) reorganizations is based upon the consideration received by 
the transferor and distributed to its shareholders, and not, as 
in the initial proposal, upon the consideration received by the 
transferor corporation (whether or not distributed). In con- 
formity with this change, section 368 (a) (2) (B) of the amend- 
ments initially proposed has been deleted as being unnecessary. 
That provision had stated that in determining the consideration 
received in a (C) reorganization there would not be included any 
liability of the transferor assumed by the transferee, nor any 
liability to which the property transferred is subject. 

The advisory group considered, but does not recommend, the use 
of a continuity of interest test based upon the relative sizes of the 
acquiring corporation and the acquired corporation. See, for example, 
section 359 of H. R. 8300 (the Internal Revenue Code of 1954) in 
the form in which it passed the House of Representatives, requiring 
that, except in the case of certain mergers and consolidations of 
publicly held corporations, the shareholders of the acquired corpora- 
tion own not less than 20 percent of the stock of the acquiring corpora- 
tion outstanding after the acquisition. The “solely for voting stock” 
test of the 1939 Code was restored and the relative size test was elimi- 
nated before the final enactment of the 1954 Code. After careful 
deliberation the advisory group has recommended in the proposed 
amendments as revised the “66%4-percent stock” rule discussed 
above. It has not recommended adoption of the relative size test, 
although further consideration might be given to it as a policy matter. 

“Oreeping control” in (B) reorganizations ——Both under the 1939 
Code and the 1954 Code there has been doubt as to the extent to which 
the statute requires in a 368 (a) (1) (B) reorganization (stock-for- 
stock acquisition) that each of the stock acquisitions be made by the 
acquiring corporation solely for its voting stock. The 1954 Code 
amended subparagraph (B) of the 1939 Code so as to cover “the 
acquisition by one corporation, in exchange solely for all or a part 
of its voting stock, of stock of another corporation if, immediate] 
after the acquisition, the acquiring corporation has control of suc 
other corporation.” In explanation of this rule the Senate Finance 
Committee report accompanying the 1954 Code, and the Treasury 
Regulations, contain an illustration of a case in which one corpora- 
tion purchased 30 percent of the stock of another corporation for 
cash in 1939 and, pursuant to an exchange offer, during a 6-month 

eriod in 1955 acquired an additional 60 percent of the stock solely 
or voting stock. The stock acquisitions in 1955 are stated to qualify 
as a reorganization, since they were made solely for voting stock and 
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after they were completed the acquiring corporation was in control 
of the other corporation. There remains some doubt, however, as to 
whether if in 1955 some stock was acquired from certain stockholders 
solely for cash and other stock was acquired from other stockholders 
solely for voting stock, the transaction qualifies for nonrecognition 
of gain or loss in the case of those shareholders who exchanged their 
stock solely for voting stock. This was the problem involved in the 
Howard case, supra, in which the court held that the transaction did 
not qualify as a reorganization under the 1939 Code but was nonethe- 
less free of tax under the boot provisions corresponding to section 356 
of present law. 

The advisory group recommends that this matter be dealt with by 
testing each transaction from the standpoint of the particular share- 
holder on his own exchange with the acquiring corporation. Thus, 
under the proposed revision of the (B) reorganization definition, if 
the new continuity of interest test is met for the particular share- 
holder (i. e., at least 6624 percent of the consideration received by him 
consists of stock of the acquiring corporation), the exchange would 
not give rise to recognition of gain or loss to him if the acquiring 
corporation has control of the other corporation immediately after 
the acquisition or acquires such control within 6 months after the 
acquisition. Under this test the tax characteristics of the exchange 
by a taxpayer stockholder would not be dependent upon the nature 
of the transactions by which the corporation acquires other stock 
from other stockholders, so long as the acquiring corporation has 
control immediately after the taxpayer makes his exchange of stock 
or acquires control within 6 months thereafter. It will still be neces- 
sary, however, for the taxpayer to make his exchange in pursuance of 
some plan of the acquiring corporation to acquire a controlling inter- 
est in the other corporation, to increase its stock ownership to the 
point of control, or to extend it beyond a controlling interest. 

Under the proposed revision of section 368 (a) (1) (B) it would 
be possible for the acquiring corporation to acquire part of a control- 
ling interest in another corporation in stock-for-stock exchanges with 
some stockholders and the balance by cash purchases from other stock- 
holders, all as a part of the same plan. While this probably repre- 
sents an extension beyond the present (B) reorganization concepts, 
the only feasible alternative would seem to be either (1) to require 
separation of the two plans in point of time, with the stock-for-stock 
exchanges having to follow the cash acquisitions, or (2) to require 
that at least 80 percent of the stock be acquired in tax-free acquisi- 
tions. The latter alternative, which was the rule in the (B) reorgan- 
ization definition under the 1939 Code, was abandoned in the 1954 
Code, and the advisory group does not believe that rule should be 
restored since it forever blocks (B) reorganizations if at any time in 
the past more than 20 percent of the stock was acquired by purchase. 
The other alternative makes it essential to determine when a plan for 
purchase of stock ends and a plan for a stock-for-stock exchange be- 
gins—a determination which frequently is difficult to make with 
certainty. The advisory group believes it desirable, both for the 
Treasury and for business interests, to facilitate the simplification of 
corporate structures through the offering of stock in a parent cor- 
poration in tax-free exchange for stock in a subsidiary. The ex- 
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changing shareholder necessarily retains a continuing interest in the 
enterprise because of the requirement that the parent corporation 
must have 80-percent control of the other corporation immediately 
after the exchange or must acquire such control within 6 months there- 
after. The advisory group, therefore, recommends the proposed re- 
vision of section 368 (a) (1) (B) as the most satisfactory solution to 
the problem. 

Requirement of complete liquidation, merger, or consolidation in a 
(C) reorganization.—In the case of a (C) reorganization, present law 
permits the receipt of boot to the extent of 20 percent of the total con- 
sideration received (including in the 20 percent all liabilities as- 
sumed), but requires neither the complete liquidation of the transferor 
corporation nor the distribution of the boot received. In the pro- 
posed revision the amount of boot permitted to be received by the 
transferor corporation would be oubetentiall increased. The ad- 
visory group has concluded that it is advisable to require that the 
transferor corporation be completely liquidated pursuant to the reor- 
ganization plan, if the transfer is not accomplished by statutory 
merger or consolidation. See section 368 (a) (1) (C) (ii). This 
will prevent a transferor corporation from distributing the stock of 
the transferee without tax to its shareholders while at the same time 
retaining the boot for an ultimate complete liquidation of the trans- 
feror (or a sale of its stock by its shareholders) at capital gains rates. 
The advisory group explored several alternatives, including the pos- 
sibility of permitting the transferor to remain in existence provided 
it distributed any boot received, but concluded that complete liquida- 
tion of the transferor should be required. 

No specific time has been — in which the liquidation must 
be completed, although the liquidation must be carried out pursuant 
to the reorganization plan. It is believed desirable for this a 
not to provide a rigid time schedule, but to permit reasonable flexi- 
bility in the light of the practical problems encountered in windin 
up the affairs of the transferor. As a general matter, provid 
liquidation is ultimately effected as part of the reorganization 
plan, disqualification should not result because of mere delay. 
If the distributed boot is a dividend equivalent, it should be so 
treated whenever distributed and any attempt by a shareholder 
to avoid such treatment by sale of his old stock when only or 
largely boot remains to be distributed should be treated as no 
more than an attempted assignment of income. 

Elimination of overlap between (C) and (D) reorganizations —Un- 
der the language of 368 (a) (1) (C) and 368 (a) (1) (D) in existing 
law a transaction may qualify under both provisions. The transac- 
tion may involve a transfer, solely for voting stock, of substantially all 
the assets of a corporation—thus qualifying under (C). At the same 
time it may also involve a transfer of all or part of the assets to 
another corporation, after which the transferor or its shareholders 
are in control of the transferee—thus qualifying under (D) as well. 
Since some provisions in subchapter C operate solely with respect to 
(D) reorganizations, the possible overlap is dealt with by complex 
rules in sections 368 (a) (2) (A) and 354 (b) (1). The advisory 
group recommends that the overlap be eliminated in simpler fashion 
within the language of sections 368 (a) (1) (C) and 368 (a) (1) (D) 
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by making (C) inapplicable where the transferor or its shareholders 
are in control of the transferee and by making (D) apply only where 
such control exists. See sections 368 (a) (1) (C) (i) and 368 (a) 
(1) (D) (3) inthe proposed revision. 

Requirement of complete liquidation in (D) reorganizations.— 
Present law does not require the complete liquidation of the trans- 
feror in a (D) reorganization, but requires only that stock or securities 
of the transferee corporation be distributed in a transaction qualify- 
ing under section 354, 355, or 356. However, complete liquidation 
of the transferor is required if the nonrecognition provisions of sec- 
tion 354 are to be applicable to a (D) reorganization. These sepa- 
rate requirements in the statute lead to some confusion and com- 
plexity. The advisory group recommends that in a (D) reorganiza- 
tion the transferor be required to be completely liquidated. This will 
prevent any retention of assets in the transferor corporation if the 
transaction is to qualify under (D). The comments made with 
respect to delayed liquidations in the discussion of (C) reorgan- 
izations are applicable here as well. 

Inapplicability of (D) reorganizations to section 355 corporate divi- 
sions.—In order to prevent any overlap of the provisions of section 355, 
relating to a corporate division, with those of section 368 relating 
to a (D) reorganization, the advisory group recommends that sec- 
tion 368 (a) (1) (D) be made inapplicable where any part of the plan 
of reorganization constitutes a distribution of stock or securities to 
which section 355 (or so much of sec. 356 as relates to sec. 355) applies. 
See the comments relating to section 354 (under sec. 19) for further 
explanation of this change. 

‘Reincorporations” under section 368 (a) (1) (D).—Under existing 
law a number of cases have arisen in which shareholders have sought 
to withdraw corporate funds in a transaction which would be treated 
as a dividend if the distribution occurred apart from a plan of its 
complete liquidation, by means of first completely liquidating the 
corporation and then transferring the assets which are to remain in 
corporate form to a new corporation controlled by the same share- 
holders. ‘The assets which are to continue in corporate ownership may 
be transferred by the shareholders to a new corporation in exchange 
for its stock or may be transferred by them to an existing controlled 
corporation as a contribution to capital. While, in the main, the 
courts have managed to deal adequately with these cases in order 
to prevent tax avoidance, the advisory group recommends that cer- 
tain changes be made in the statute to give the Internal Revenue 
Service and the courts full opportunity to deal with these transactions 
as reorganizations and, in appropriate cases, to treat as dividends the 
assets which are withdrawn from corporate ownership and retained 
by the stockholders. 

The first of the recommended changes is the deletion of the require- 
ment in the introductory words of section 368 (a) (1) (D) that the 
transfer of assets be made “by a corporation.” Thus a transfer, after 
the distribution in complete liquidation, made by the shareholders of 
the liquidating corporation to the other corporation pursuant to the 
plan would be made to qualify as a reorganization to the same extent 
as if the transfer were made directly by the liquidating corporation 
to the other corporation. Secondly, in the new provision in section 
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368 (a) (1) (D) (ii) requiring that the transferor corporation be 
completely liquidated it would be specifically stated that the liquida- 
tion may precede, accompany or follow the transfer of the corporate 
assets to another corporation. Thirdly, as mentioned in the com- 
ments with respect to section 356 (under sec. 21), a recommended 
amendment to section 356 (a) would make the boot provisions appli- 
cable even if no stock of the transferee corporation is acquired by the 
shareholders in the transaction—as would be the case, for example, 
where after the complete liquidation part of the assets are transferred 
by the shareholders as a contribution to capital of another corporation 
controlled by them. Finally, in the proposed section 368 as revised, 
the control requirement in the case of clause (D) reorganizations 
is reduced from 80 to 50 percent. This reduction is not made for 
purposes of section 368 (a) (1) (B), section 355, section 332, section 
334 (b) (2), section 351, and other provisions where an 80 percent 
control requirement is present in existing law. 

The proposed reduction of the control test from 80 to 50 percent, 
coupled with the provisions making section 368 (a) (1) (D) applica- 
ble in appropriate cases even though no stock or securities are 
received from the transferee, is not intended to convert all trans- 
fers literally coming within the statutory language into clause (D) 
reorganizations. On the contrary, it is intended that the general 
doctrine requiring that the transaction be in substance a reor- 
ganization will continue to be applied. For example, to take a 
very clear case, a transfer of all the assets of the X corporation 
to the Y corporation for cash, followed by X corporation’s liquida- 
tion, should not be treated as a reorganization simply because a 1 
percent shareholder of X corporation controls Y corporation. 
Similarly, a transfer of only a small portion of the assets of X 
corporation to Y corporation for cash followed by X corporation’s 
liquidation should not be treated as a reorganization even though 
the shareholders of X corporation control Y corporation. This 
problem is present under existing law but may be accentuated by 
the proposed reduction in the control requirement from 80 to 50 
percent. It is believed that the general doctrine above men- 
tioned should be adequate to take care of those transfers which 
are essentially unlike reorganizations. For this reason and for 
the further reason that an arbitrary statutory dividing line 
appropriate to all cases would be difficult to draw, no specific 
statutory provision on this point has been included in the pro- 
posed section 368 (a) (1) (D). However, a specific provision 
could be devised for (D) reorganizations and included in the 
statute if desired. Cf. comments relating to section 337 under 
section 15. 

Amplification of the provisions reversing the rule of the Groman and 
Bashford cases.—In the decisions of the Supreme Court in Groman v. 
Commissioner (320 U.S. 82 (1937) ), and /lelvering v. Bashford (320 
U. S. 454 (1937) ), and in a number of subsequent decisions in lower 
courts, it was held that the reorganization provisions of the 1939 Code 
and predecessor revenue acts did not apply where a corporation 
acquired the assets or stock of another corporation, and pursuant to 
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the plan transferred such assets or stock to a wholly owned subsidiary 
of the acquiring corporation. Further, the reorganization provisions 
were held inapplicable where the stock or assets were acquired directly 
by a subsidiary, and stock of its parent corporation was issued in 
exchange therefor. 

The 1954 Code sought to change the result of those decisions, in 
cases in which assets of another corporation are acquired, by making a 
number of changes throughout section 368. The advisory group 
recommends that most of the rules dealing with this problem be 
gathered together in a new section 368 (e). 

Under the revision recommended by the advisory group, the rule 
of the Groman and Bashford cases would be overturned with respect 
to acquisition of stock in (B) reorganizations as well as with respect 
to acquisition of assets in (A) and (C) reorganizations. Either the 
parent or the subsidiary would be able to issue stock or securities in 
exchange for the stock or assets acquired, and part of such stock or 
securities could be issued by the parent and part by the subsidiary. 
In addition, it would be specifically provided that part of the acquired 
stock or the acquired assets can be retained in the parent corporation 
and part transferred to the subsidiary pursuant to the plan. More- 
over, while existing law may possibly be interpreted to prohibit the 
parent from assuming liabilities of the transferor corporation in (A) 
and (C) reorganizations while transferring the acquired assets to the 
subsidiary, the proposed provision woakt permit this to be done. 
Again, while existing law does not specifically provide that the basis 
of the stock or assets to the transferor carries through to the subsidi- 
ary in all cases, this would be clearly provided for by a change recom- 
mended in section 362 (b) (3) (last sentence of section 362 (b) in 
existing law). Finally, by virtue of the insertion of a new section 
362 (b) (2), an adjustment to the basis of the subsidiary’s stock in 
the hands of the parent corporation would be provided for under 
regulations to be prescribed by the Secretary. See the comments 
relating to section 362 under section 25. 

Subparagraph (C) Reorganization where the transferee corporation 
already owns stock in the transferor—Under the law as it existed prior 
to the change made in 1934, it was held in Winston Bros. Co. v. Hel- 
vering (76 F. 2d 381 (8th Cir., 1935) ) that where a parent corpora- 
tion owned 60 percent of the stock of a subsidiary and issued its stock 
for all the assets of the subsidiary, the transaction qualified under the 
provision of that law comparable to present section 368 (a) (1) (C), 
despite the fact that the parent corporation received back in the 
complete liquidation of the subsidiary 60 percent of the stock which 
the parent gave to the subsidiary in the transaction. 

In Revenue Ruling 54-896 (C. B. 1954-2, 147), the Internal Rev- 
enue Service held that under the 1939 Code such a transaction would 
not constitute a (C) reorganization because the parent corporation 
would in effect acquire 60 percent of the assets of the subsidiary in 
the complete liquidation of the subsidiary, and therefore would not 
acquire the assets solely in exchange for voting stock of the parent. 
See also Bausch & Lomb Optical Co. (30 T. C. No. 56 (1958)), on 
appeal to the second circuit. In Revenue Ruling 57-278 (C. B. 
1957-1, 124), under the 1954 Code, the Service held that a similar 
transaction, though one where the acquiring corporation was a 
subsidiary of the stock-issuing parent corporation, would consti- 
tute a (C) reorganization under the 1954 Code. Although the 
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Service has not yet so held, it is arguable that the change made in 
the definition of (B) reorganizations should permit acceptance by 
it of the Winston Bros. case under the 1954 Code on the ground 
that the desired result could be accomplished in two steps. Unlike 
the 1939 Code, the (B) reorganization provision in the 1954 Code 
would apply if the parent issued solely its voting stock to the minorit 
shareholders of the subsidiary in exchange for the remaining liege: 
ing 40 percent of the subsidiary’s stock, regardless of the manner in 
which the parent acquired the 60 percent interest in earlier trans- 
actions not a part of the current plan. Having acquired 100 percent 
ownership, the parent could thon liquidate the subsidiary under 
section 332. 

In order to clarify this situation, the advisory group reconamends 
that a specific provision be inserted in section 368 (a) (2) (B) stating 
that for the purposes of (C) reorganizations, if stock of the trans- 
feror corporation is owned by the acquiring corporation at the 
time of the transaction, then the determination of whether 66% 
percent or more of the consideration received by the shareholders 
of the transferor corporation consists of stock of the acquiring 
corporation shall be made by assuming that the acquiring cor- 
poration exchanged its stock for the assets of the transferor 
corporation attributable to stock of the transferor corporation 
previously owned by the acquiring corporation, and that such 
stock of the acquiring corporation was thereupon distributed by 
the transferor corporation in pursuance of the plan. In view of 
the restoration of statutory mergers and consolidations as a 
separate class of reorganization by the advisory group’s revised 
recommendations, but with a continuity-of-interest test like that 
in clause (C), it is necessary to include (A) reorganizations in 
this rule as well. 

Relocation of certain parenthetical material in reorganization provi- 
sions.—Section 368 (a) (1) (B) of existing law, in requiring that a 
corporation acquiring stock in another corporation be in control of 
the other corporation immediately after the acquisition, contains a 
parenthetical phrase “(whether or not such acquiring corporation had 
control immediately before the acquisition).” In order to simplify 
the language of section 368 (a) (1) (B) this provision has Seon 
inserted as section 368 (a) (2) (A) in the proposed revision. 

Section 368 (a) (1) (D) of existing law, in requiring that immedi- 
ately after the transfer control of the transferee must remain in the 
transferor or its shareholders, adds a parenthetical phrase “ (including 
persons who were shareholders immediately before the transfer). 
Again for purposes of simplifying the language of section 368 (a) (1) 
(D), this provision has been inserted as section 368 (a) (2) (C) in the 
proposed revision. It has also been made applicable in determining 
the absence of control for the purposes of the revised section 368 (a) 
(1) (A) and (C). 

Status of stock rights—The regulations under existing law take the 
position that rights to subscribe for stock do not constitute stock or 
securities within the meaning of the reorganization provisions. The 
advisory group recommends the addition of a new section 368 (d) to 
state specifically that for the purposes of the reorganization provi- 
sions, other than the definition of control, the term “stock” includes 
rights to acquire stock. 

33066—58——7 
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SECTION 27. REORGANIZATION IN CERTAIN RECEIVER- 
SHIP AND BANKRUPTCY PROCEEDINGS—AMENDMENT 
OF SECTION 371 


Under the 1939 Code if a shareholder or security holder of a cor- 
poration involved in certain insolvency reorganizations received boot 
as well as stock or securities, the boot could in appropriate circum- 
stances be taxed as a dividend. However, the comparable provision 
in the 1954 Code (sec. 371 (b) (2)) provides only that the receipt of 
boot can give rise to the recognition of gain and does not provide that 
any part of such gain may be treated as a dividend. 

he advisory group recommends that section 371 (b) be amended 
to provide that boot so received shall be treated as provided in section 
356, in which event it can be taxed as a dividend, as a partial liquida- 
tion, as a redemption of stock under section 302 (a), as interest, or as 
a return of capital, as may be appropriate in each case. Furthermore, 
the advisory group recommends that the “greater principal amount 
rule,” which 1s applicable generally in the reorganization provisions 
but was not dpectheally incorporated in section 371 (b) in the 1954 
Code, be inserted therein as section 371 (b) (2). 


SECTION 28. CARRYOVERS IN CERTAIN CORPORATE 
ACQUISITIONS—AMENDMENTS OF SECTION 381 


Subsection (a) of section 381 now provides that an acquiring cor- 
poration in certain types of nontaxable asset acquisitions shall succeed 
to and take into account certain specified tax attributes of the dis- 
tributor or transferor corporation, subject to the conditions and 
limitations set forth in subsections (b) and (c). Subsection (b) states 
certain operating rules and subsection (c) lists the particular items 
referred to in subsection (a) and the limitations upon their inherit- 
ance. 

The types of nontaxable asset acquisitions now referred to in sub- 
section (a) are— 

(i) Liquidations of subsidiaries under section 332 but only 
where the parent corporation takes over the subsidiary’s asset 
basis; and 

(ii) Tvansfers in reorganization under section 368 (a) (1) (A), 
(C), (D) (but only if the requirements of section 354 (b) (1) (A) 
and (B) are met) and (F). 

Liquidation of subsidiaries—The advisory group has considered the 
desirability of limiting the applicability of section 381 to section 332 
liquidations which involved the distribution in liquidation of a going 
business. If section 381 were so limited a premium would be placed 
on the timing of the sale of the subsidiary’s assets; a sale of its business 
before the liquidation would be treated differently than a sale of the 
business by the parent after the liquidation. Under present law the 
tax consequences of a sale of a subsidiary’s assets, where the sub- 
sidiary’s asset basis is carried over in a section 332 liquidation, is no 
different whether the sale is made by the subsidiary before the liqui- 
dation or by the parent after the liquidation. There appears to be 
no reason for applying a different policy for the purposes of section 
381. Moreover, adoption of a going business requirement would 
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involve troublesome definitional problems. Accordingly, the advisory 
group recommends no limitation in such regard. The advisory group 
also considered the desirability of restricting the application of section 
381 in the case of section 332 liquidations which are effected shortly 
after the parent acquires the subsidiary’s stock in a nontaxable (B) re- 
organization. In view of the proposed amendments to section 382, 
which would apply to the carryover of losses in connection with (B) ac- 
—. it was concluded that no such restriction in section 381 is 
needed. 

Necessity of requiring liquidation of transferor corporation in (C) 
and (D) reorganizations.—At present, as indicated above, section 381 
(a) states that the requirements of section 354 (b) (1) (A) and (B) 
must be met—at least in a (D) reorganization—in order for the section 
toapply. This means that in a (D) reorganization the transferee cor- 
poration must acquire substantially all the assets of the transferor 
corporation and the consideration received by the transferor as well 
as its other properties must be distributed in pursuance of the plan of 
reorganization. Under the revised reorganization provisions herein 
proposed, the transferor corporation in both a (C) reorganization and 
a (D) reorganization must be liquidated. Accordingly, if the advisory 
group’s recommendations with respect to the reorganization provisions 
are adopted, no special provision is needed in section 381 (a) with re- 
spect to liquidation of the transferor corporation. This view is re- 
flected in the proposed subsection (a) (1) (B). 

Corporate divisions under sections 355 and 356 involving intercorpo- 
rate transfers under section 351.—Although section 312 (i) of the 
1954 Code provides that, in the case of corporate divisions under sec- 
tion 355 or section 356, proper allocation with respect to the earnings 
and profits of the distributing corporation and the controlled corpora- 
tion or corporations shall be made under regulations prescribed by the 
Secretary or his delegate, section 381 excludes such corporate divisions 
from its application. If a transferee in a corporate separation under 
these provisions is not to succeed to the designated tax attributes of the 
raihadiner corporation, presumably the transferor corporation would 
retain all the attributes it formerly possessed and the transferee 
would not be required or permitted to take any of them into account. 
This would appear to produce an unsound result in some cases and to 
permit the tax consequences to depend upon which corporation is 
used as the transferor corporation. The advisory group recommends 
that section 381 be amended to cover intercorporate section 351 trans- 
fers in connection with corporate divisions under sections 355 and 356; 
and that, in the case of such transactions, the designated tax attributes 
be divided between the respective corporations in a manner appro- 
priate to the character of the items and their relationship to the assets 
and liabilities of the respective corporations. 

Because of the difficulty of attempting to incorporate in the statute 
all the rules that might be appropriate to the various items in the 
differing situations that might arise and of the undue statutory com- 
plications that would be involved, the advisory group recommends 
that the implementation of the general rule be left to regulations. A 
precedent for such delegation may be found in code section 1017 
relating to adjustment of basis of property in respect of discharge 
of indebtedness. Pursuant to the broad authorization in that 
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section, the regulations thereunder prescribe general rules as to 
the manner of adjusting basis. They also permit the adjustment 
to be made in a different manner, consistent with the basic prin- 
ciples, upon a proper showing to the satisfaction of the Com- 
missioner. It is contemplated that, upon such a showing, a similar 
opportunity for division of tax attributes by agreement between 
the parties may be permitted here. In the present instance, the 
broad policy to be followed in the regulations is indicated by the pro- 
posed statutory provision, including the requirement that net operat- 
ing loss carryovers and earnings and profits—two of the principal 
items—are to be divided in a manner appropriate to the assets owned 
by each of the corporations. Of the other tax attributes specified in 
section 381 (c), it is intended as indicated above that the tax treatment 
be determined in keeping with the underlying policy of the section. 
Some of them might appropriately be attributed to the corporation 
owning the assets to which the particular items relate and some might 
appropriately be attributed to Soth corporations or to neither. The 
proposed provisions of subsection (a) (1) (C) and (8) deal with this 
problem. The advisory group has considered the question of 
making section 381 applicable to simple transfers of assets to 
controlled subsidiaries under section 351 and has concluded that 
a decision as to the desirability of any broader application of 
section 381 to section 351 transactions should await the results 
of experience under the amendments presently proposed. In 
the case for example of a transfer of money to a newly formed 
subsidiary in exchange for its stock—a section 351 transaction— 
it is doubtful that the parent’s accumulated earnings and profits 
or its loss carryover should be affected. (As to earnings and 
profits, see Regulations 1.312-11 as in force and as proposed to 
be amended.) 

Subparagraph (C) reorganizations involving asset acquisitions by, 
or asset transfers to, subsidiaries —The 1954 Code permits the acquisi- 
tion of assets in a (C) reorganization by a subsidiary in exchange for 
the parent’s stock or by the parent in exchange for its stock followed 
by a transfer of all or part of such assets to a subsidiary. The provi- 
sions of section 368 (e) herein proposed continue this policy. 

Section 381 does not state whether in such cases the parent or the 
subsidiary is to be the acquiring corporation which succeeds to the 
transferor’s tax attributes or whether different results flow from use 
of the two available methods of accomplishing the same result. Nor 
is there any indication of what happens where the parent and sub- 
sidiary divide the transferor’s assets between them. While it is 
arguable that such items as net operating loss carryovers and ac- 
cumulated earnings and profits may reasonably be treated differently 
in such situations, the advisory group has concluded, partially in the 
interest of simplicity, that the existing administrative policy should 
be followed and that the corporation owning the assets should succeed 
to both of these attributes. Accordingly, under the proposed subsec- 
tion (a) (2) the subsidiary and not the parent would be considered 
the acquiring corporation for purposes of section 381 if it acquires 
substantially all of the assets transferred in the reorganization either 
directly from the transferor corporation or upon retransfer from the 
parent corporation. 
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The proposed subsection (a) (3) covers the situation where the 
acquired assets are so divided between the parent and one or more 
subsidiaries that no one corporation owns substantially all the trans- 
ferred assets. In such cases the parent corporation could have been 
made the acquiring corporation for purposes of section 381, but this 
would amount to giving the parent an election to determine the loca- 
tion of tax attributes simply by retaining a substantial part of the 
assets transferred. Alternatively, the benefit or burdens of the tax 
attributes could be denied to all the corporations; but this would result 
not only in preventing any corporation from using attributes that are 
beneficial but would also make it possible by careful planning to avoid 
the inheritance of burdensome tax attributes. Accordingly, the 
advisory group believes it preferable to provide that, in cases where no 
one corporation owns substantially all the acquired assets, net operat- 
ing loss carryovers and accumulated earnings and profits should be 
apportioned between the respective corporations holding a substantial 
portion of the transferred assets in a manner appropriate to the assets 
acquired and that the treatment of the other tax attributes referred 
to in subsection (c) should be determined on a rational basis depending 
on the character of the particular item involved and its relationship to 
the assets and liabilities owned by the respective corporations, in 
keeping with the underlying policy of section 381. Here again any 
attempt to spell out in the statute all the necessary rules to cover the 
differing items and situations would unduly complicate the statute; 
and, as with corporate divisions, it is recommended, as provided for 
in subsection (a) (3), that with the indicated guides the matter be left 
to regulations. 

Insolvency reorganizations under section 371.—It is intended 
that section 381 shall apply to every nontaxable reorganization 
under section 368 (a) (1) (A), (C), (D), or (F) even though the 
reorganization also qualifies as a receivership or bankruptcy reor- 
ganization under section 371. However, section 381, both as it 
exists today and as proposed to be amended, does not apply to 
receivership or bankruptcy reorganizations qualifying solely 
under section 371, and it is suggested that consideration be given 
as a policy matter to the extension of section 381 to cover such 
reorganizations. 

Accounting methods.—Paragraphs (4), (5), (6) and (8) of sub- 
section (c) deal with accounting matters ((7) was repealed). Para- 
graph (4) is a general provision entitled “Accounting Methods” 
while the other three paragraphs which follow it relate to specific 
accounting items. To improve the form of the statute and avoid the 
possibility of confusion without intending any change in substance, 
the advisory group recommends that these paragraphs be made into 
subparagraphs of paragraph (4), the final subparagraph to be the 
present paragraph (4), slightly revised to indicate that it is intended 
to apply to accounting methods other than those covered in the three 
preceding subparagraphs. With this change, the succeeding para- 
graphs in the statute should be renumbered consecutively accordingly. 

Dividend carryovers.—The amendment to paragraph (14) (re- 
numbered paragraph (10)) of subsection (c), was not included 
in the section 381 amendments as originally proposed. It is 
designed to make clear that the dividend carryover under section 
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564 of a subsidiary, liquidated under section 332, that is available 
to the parent in computing the parent’s own dividend paid deduc- 
tion for personal holding company tax purposes, cannot include 
any dividend paid deduction of the subsidiary under section 
562 (b) that results from a nontaxable liquidation distribution 
made by it under section 332. It is not believed Congress in- 
tended the parent corporation in such a case to have a dividend 
paid deduction for 2 years following the liquidation solely be- 
cause earnings and profits of the subsidiary were included in the 
nontaxable liquidation distribution. 

Treatment of obligations deductible by transferor corporation if 
paid by it.—The present paragraph (16) permits the acquiring corpo- 
ration to deduct certain obligations and liabilities of the transferor 
corporation assumed on the reorganization if such obligations and 
liabilities would have been deductible by the transferor corporation if 
paid by it. However, the last sentence of the paragraph makes it 
mapplicable if such obligations are reflected in the amount of stock, 
securities, or property transferred by the acquiring corporation to the 
transferor corporation in consideration for the latter’s property. 
Since liabilities assumed by an acquiring corporation will normally be 
reflected in the consideration given by it for the property acquired, 
the benefit of this provision is in general limited to habilities for which 
no provision was made and which were unknown or contingent at 
the time of the acquisition. The advisory group believes that, con- 
sistent with the general policy underlying section 381 of placing the 
transferee corporation in the tax shoes of the transferor corporation 
and to avoid evidentiary difficulties, it would be preferable if tax 
liabilities and other liabilities of the transferor corporation assumed 
by the acquiring corporation in a reorganization were deductible by 
the acquiring corporation paying the same if the transferor corpora- 
tion could have deducted them had it made the payment, even though 
such liabilities are reflected in the consideration given for the acquired 
property. Accordingly, the advisory group recommends the elimina- 
tion of the last sentence of the present paragraph (16), the proposed 
paragraph (12). 

Catchall provision—tThere is at present no catchall provision in 
section 381 designed to permit its application to other items not spe- 
cifically described therein or daviliins in the code, though they be 
of the same general character. One such item is the right of an 
acquiring corporation to continue amortizing an emergency facility 
on the basis of a certificate of necessity granted to the transferor cor- 
poration, as permitted under the 1939 Code. Other such items as to 
which the rights of an acquiring corporation are not specified include 
research expenditures, excess soil and water conservation expenditures, 
foreign tax credits, elections on war loss recoveries and borrower status 
for section 312 (j) windfall distributions. The advisory group rec- 
ommends that a general provision be added at the end of the itemized 
list of tax attributes in subsection (c), providing that the acquiring 
corporation shall be treated as the distributor or transferor corpora- 
tion with respect to any item or for any purpose not referred to in 
subsection (c) if it is established to the satisfaction of the Secretary 
or his delegate that such item or purpose is in a category similar to 
that of any of the items referred to and that such treatment is con- 
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sistent with the treatment of such items. This is covered by the pro- 
posed new —_——- (17). 

Technical amendments.—The amendments recommended to section 
381 (c) (1) (A) and (C) (v) are minor clerical changes. The 
changes made in the section as originally proposed have been 
revised in accordance with the revisions recommended in section 
368. 


SECTION 29. SPECIAL LIMITATIONS ON NET OPERATING 
LOSS CARRYOVERS—AMENDMENT OF SECTION 382 


The advisory group has carefully reviewed the policy considerations 
involved in the determination of the circumstances under which limi- 
tations should be imposed on the allowance of the full amount of a 
corporate net loss carryover, whether originating with the same cor- 
poration or inherited from a predecessor corporation. ‘The rules of 
existing law are conflicting and uncoordinated. In fact, there is a 
serious question whether they do not serve more to blueprint than to 
prevent avoidance. 

The problems are most acute in section 382, which seeks to spell 
out precise rules for specific situations. Generally speaking, section 
382 (a) covers stock acquisition and section 382 (b) covers asset acqui- 
sition cases. They are separately compartmented, and it is difficult 
to find any common thread of policy running through the section as 
a whole. Under section 382 (a), existing carryovers of a corporation 
are wiped out if, within a 2-year period, there is a 50-percent change 
in ownership coupled with a failure to continue the corporation’s 
business substantially unchanged. However, these rules apply only 
if the change of ownership results from a purchase or redemption of 
stock and there are no limitations if the change of ownership results 
from a tax-free exchange; e. g., a section 368 (a) (1) (B) reorganiza- 
tion. Section 382 (b) imposes limitations in the case of mergers and 
other reorganizations involving the tax-free acquisition of assets, in 
connection with which section 381 provides that loss carryovers may 
be inherited; but, again, there is a hiatus, in that no express limita- 
tions are imposed in the case of tax-free acquisitions (with accom- 
panying inheritance of loss carryovers) by way of section 332 liquida- 
tions. Moreover, section 382 (b) is operative only where the share- 
holders of the loss corporation wind up with less than a 20-percent 
interest in the combined enterprise. While section 382 (a) results in 
a complete loss of carryover where applicable, section 382 (b) results 
in only a pro tanto reduction, proportionate to the extent that the loss 
corporation’s shareholders’ interest is less than 20 percent. There is 
also no requirement in section 382 (b) of continuity of business, as 
there is in section 382 (a). And taxpayers have made much of the 
statement in the committee report on the 1954 Code that applicability 
of section 382 (b) to any extent prevents application of section 269 
regardless of result. The technique (as to the effectiveness of which 
the advisory group expresses no opinion and which, it is understood, 
the Internal Revenue Service is certain to challenge) is to give the loss 
corporation’s shareholders, say, a 19-percent interest, thereby accept- 
ing a 5-percent reduction in carryovers to insure against a much 
greater, perhaps even a total, disallowance under section 269. 
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The above discussion is far from exhaustive on the shortcomings of 
existing law. Can taxpayers avoid both subsections of section 382 
by acquiring the stock of the loss company in a section 368 (a) (1) 
(B) reorganization and then liquidating the company under section 
332, where acquisition of the assets directly in a section 368 (a) (1) 
(C) reorganization would bring section 382 (b) into play? Can the 
shareholders of the acquiring company purchase the stock of the loss 
company and then merge it into the acquiring company, relying on 
the common-ownership provision of section 882 (b) (3) to escape the 
limitations of the section? It is clear that present law has created a 
very difficult situation for the Internal Revenue Service. 

In seeking a solution to the carryover problem, the advisory group 
considered the possibility of employing the principle underlying the 
recent Supreme Court decision in Libson Shops, Inc. v. Koehler 
(353 U.S. 382 (1957) ), a merger case under the 1939 Code, that loss 
carryovers can be applied only against income from the business which 
generated the loss. Such an approach was rejected, however, on the 
ground that it would result in too narrow a rule, not in harmony with 
the general carryover scheme of the statute, and that it would be very 
difficult to draft and apply. 

The advisory group also considered making the availability of 
carryovers turn entirely on continuity of a minimum level of 
proprietary interest. One suggestion along these lines has been 
to preserve a corporation’s carryovers in all case unless as much 
as 66%, percent of its stock changes hands within a 2-year period 
and to cut off carryovers completely in every case where such a 
change in ownership does take place, regardless of relative values, 
continuity of business, or any other factor. Such a rule would 
be applicable in reorganization as well as outright purchase 
cases. The advisory group has not adopted this approach be- 
cause it appears to the group not to give sufficient weight to the 
fact that the Federal corporate income tax system is based upon 
the principle of treating the corporation as an entity separate 
and apart from its shareholders and taxing the income of the 
corporation separate and apart from that of the shareholders. 
Thus the group believes that in the absence of some extraordinary 
event indicating that a loss corporation is primarily the subject 
of tax maneuvers, the loss carryover should not be affected by a 
change in ownership of its stock. 

The advisory group viewed the problem as, basically, one of differ- 
entiating between acquisition of a going business, the tax attributes 
of which would be incidental, and mere acquisition of the tax attributes 
themselves. This is not to say that the tax attributes of the particular 
business acquired may not have some financial bearing on negotiations 
for the sale of stock or for mergers, consolidations, or other reorgani- 
zations. This is something that cannot be avoided unless we should 
abandon entirely our concepts of reorganizations and of the corporate 
entity as something existing apart from its shareholders. The prob- 
lem is, to some extent, like that in the Gregory case, one of ruling 
out sham transactions. Continuity will be permitted where the under- 
lying transaction is in harmony with the substance of those concepts, 
and will be denied where it constitutes nothing but manipulating 
shadows. But, to the maximum possible extent, it is desirable to 
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particularize the tests to be employed rather than to rely on the 
exercise of judgment, based on general and necessarily vague prin- 
ciples, in every case. 

The advisory group believes that the desired result can be accom- 
plished by relating the availability of carryovers to the price paid 
for the business or stock of the loss corporation so as to eliminate any 
profit from the acquisition of loss carryovers except as an incident to 
the acquisition of a substantial going business. The advisory group, 
therefore, recommends as a basic rule that the available carryovers 
of an acquired business be limited to 50 percent of the consideration 
paid for that business. Assuming, for purposes of convenience, a 
corporate rate of 50 percent, this means that the value of the business 
apart from the tax benefit to be derived from the carryovers, must 
be at least 3 times the tax benefit, or 114 times the amount of the earry- 
overs. For example, if a corporation has loss carryovers totaling 
$200,000, at least $400,000 would have to be paid for the business 
in order to have the carryovers fully available. Since the tax benefit 
to be derived from the carryovers would be only $100,000, the acquired 
business itself would have to be worth at least $300,000. Actually, 
however, since it would be an exceedingly rare case where a purchaser 
would pay dollar for dollar for the hoped-for tax benefits to be derived 
from the carryovers, a much greater relative value: would have to 
exist for the business itself than 3 to 1. 

In any evaluation of the advisory group’s recommendation 
sight should not be lost of the fact that it is functional rather 
than conceptual. The proposal to limit preexisting carryovers 
to half the price paid for the business is not because of any 
logical relationship between purchase price and the amount of 
carryovers that should be permitted to survive but because such 
a device seems, more effectively than any other that has been so 
far suggested, to serve the practical ends the group considered 
desirable. The rule is arbitrary, like the cutting of the Gordian 
knot. But no other solution than an arbitrary one seems pos- 
sible. Judging from comments which have been received since 
release of the advisory group’s initial report, unanimity of view 
along theoretical lines is unattainable. The choice appears to be 
between a solution like that of the advisory group and the change- 
in-proprietary-interest rule referred to earlier in this discussion. 
And considering the general nature of the comments, many oppo- 
nents of the advisory group’s suggestion would not regard the 
change-in-proprietary-interest rule as acceptable. Whatever op- 
position they have to the advisory group’s proposal is based upon 
what it disallows, not upon what it allows. The change-in- 
proprietary-interest rule would disallow even more, unless the 
triggering point were fixed so high as to leave a large area of 
practical avoidance possibilities untouched. 

Thus far the statement of the general principle to be applied 
has been expressed in terms of a case where the entire proprietary 
interest changes hands. It will also be applicable where there is less 
than a 100-percent change in ownership, though, as in the case of 
existing law, the limitations will operate only where the change in 
ownership is so large as to demonstrate that persons who did not 
participate in the ownership during the loss years have taken over 
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the proprietary interest. The draft therefore adheres to a 50-percent 
rule relative to change in ownership, but the limitations are inde- 
pendent of the manner of acquisition, whether of assets or of stock, 
and, in the case of stock, whether taxable or tax free. In asset re- 
organization cases this 50 percent cutoff point corresponds to the 20 
percent cutoff point found in existing section 382 (b). Of course, 
the choice of a cutoff point is a matter of judgment and legisla- 
tive policy and the advisory group’s proposed carryover rules do 
not depend on its being fixed at 50 percent. A somewhat higher 
percentage requirement might be found to be more appropriate 
and could be substituted without affecting the principles of the 
advisory group’s recommendation. 

Where the change in ownership is less than 100 percent, the 50- 
percent rule relative to available carryover will be applied to the sum 
of the consideration for the stock involved in the change in ownership 
and an amount computed for all the other stock. In computing the 
amount for the other stock, the consideration for the aan involved 
in the change in ownership will be the starting point. That is to 
say, the assumed consideration for the entire business is based on the 
amount which was paid for the portion of the business involved in the 
change in ownership. If 55 percent of the business was involved in 
the change in ownership and the consideration therefor was $500,000, 
then the assumed consideration applicable to the entire business is 
$500,000 divided by 55 percent, or $909,090.90, and the carryovers 
could not exceed half that amount, or $454,545.45. Of this full amount 
of $909,090.90, $500,000 would be determined under section 382 (d) 
(1) (A) and $409,090.90 would be determined under section 382 (d) 
(1) (B). The advisory group considered permitting carryovers to be 
retained in some stock acquisition cases on account of stock which did 
not change hands, on the principle that the minority shareholders 
should be allowed to keep the same amount of carryover as was allo- 
cable to their stock prior to the transaction. A major objection to 
this approach, however, was that the retained carryover so measured 
would benefit principally the new owners, not the old. Thus, what 
was regarded at first blush as its primary justification was seen not 
to be present. Another difficulty was that such a rule would lead to 
discrimination between various types of transactions without any real 
differences. 

The foregoing example would be equally applicable if the acquisi- 
tion were by another corporation in a section 368 (a) (1) (B) reorgan- 
ization or if all the assets of the loss corporation were acquired in a 
section 368 (a) (1) (C) reorganization, the consideration paid for the 
stock or assets, as the case may be, being the fair market value of the 
stock of the acquiring corporation transferred in the reorganization. 
This would also be true if, in the section 368 (a) (1) (C) reorganiza- 
tion, the loss corporation acquired all the assets of the profit corpora- 
tion. In all these cases, however, the determination of whether a 50- 
percent change in ownership is involved is made against the back- 
ground of the combined enterprise (except for a retained minority in- 
terest in a sec. 368 (a) (1) (3) reorganization). 

The application of proposed section 382 to various fact situations 
may be illustrated by the following examples: 
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(1) The X corporation, with no net operating loss carryovers, has 
a net worth of $1,600,000 and the Y vie gee with a $2,000,000 
carryover, has a net worth of $500,000. The X corporation acquires 
80 percent of the stock of the Y corporation for 20 percent of its stock, 
worth $400,000. Under section 382 (b), the change in stock owner- 
ship is 60 percentage points, since the old shareholders will be deemed 
to have a retained interest of only 40 percent, en as follows: 
20 percent on account of their 20 percent interest in the X corporation, 
plus 20 percent on account of the retained minority interest. The net 
operating loss carryover of the Y corporation after the transaction 
will therefore be 50 percent of $400,000, the amount paid for 80 percent 
of the Y corporation’s stock, plus 50 percent of $100,000, the corre- 
sponding amount on account of the retained minority interest, or a 
total of $250,000. Had the net worth of the Y corporation in the 
above example been $1,000,000, instead of $500,000, and assuming the 
X stock had been issued in proportion to the relative net worths of 
the two corporations, there would not have been a 50-percentage-point 
change in ownership as a result of the reorganization with X corpo- 
ration, for the old shareholders of Y corporation would have come 
out with a 3314-percent stock interest in X corporation. This, when 
combined with the 20 percent on account of the retained minority 
interest, would have totaled 5314 percent, leaving only a 4624-percent- 
age-point change in ownership. Section 382 would therefore not oper- 
ate to reduce the carryover. 

(2) The X corporation has a net operating loss carryover of 
$175,000 and a net worth of $200,000. It has two shareholders, indi- 
vidauls A and B. A owns 20 percent of the outstanding stock (all of 
which is common stock) and B owns the remainder. Ina recapitaliza- 
tion, B receives preferred stock in exchange for 75 percent of the out- 
standing stock of the corporation out of the 80 percent which he owns 
so that he thereafter owns 20 percent of the common stock of the cor- 
poration and all of its preferred stock. The preferred stock which 
he receives in the recapitalization has a value of $150,000. The net 
operating loss carryover of the X corporation will be 50 percent of 
$150,000, the amount paid for 75 percent of the X corporation stock, 
plus 50 percent of $50,000, the corresponding amount on account of 
the retained minority interest of individual B and the interest of indi- 
vidual A in corporation X, or $100,000. 

(8) Individual A owns all the stock of the X corporation which 
has a net operating loss carryover of $15,000. It has a net worth 
of $5,000. Individual B pays $10,000 into the X corporation for 
a new issuance of stock which gives him 70-percent control of 
the X corporation. The consideration transferred with respect 
to stock in the transaction which results in the change of owner- 
ship is the $10,000 paid into the X corporation by individual B. 
The net operating loss carryover of the X corporation after the 
transaction will be limited to $2,143, which is 50 percent of the 
amount ($4,286) in respect of the stock outstanding immediately 
before the transaction (that owned by A) determined on the basis 
of the $10,000 consideration paid in by B. This $4,286 figure is 
arrived at by assuming that if 70 percent of the stock is worth 
$10,000, all the stock is worth $14,286 ($10,000 divided by 7/1»), 
and 30 percent is therefore worth $4,286. 
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(4) Corporation X has a net worth of $48,000 and a net oper- 
ating loss carryover of $75,000. It acquired substantially all the 
assets of corporation Y, which has a net worth of $72,000, in a 
transaction falling within the definition of a reorganization in 
section 368 (a) (1) (C). After the reorganization, the former 
shareholders of corporation X (because of giving some value to 
the net operating loss carryover of X corporation) own 45 per- 
cent of the outstanding stock of X. In such a case the net oper- 
ating loss carryover of X is limited to $28,636.50. This amount 
is determined by computing first the consideration received by 
the shareholders of Y. Assume that their 55 percent interest is 
determined to have a value of $70,000. If 55 percent of the stock 
is worth $70,000, then 45 percent of the stock is worth $57,273 
($70,000, divided by %/1, times “/10). Half of this amount is 
$28,636.50. If the Y corporation acquired the X corporation 
under the same circumstances, the result would be the same. 

The advisory group’s recommendation contains appropriate rules 
to cover asset reorganization cases where there are intercompany 
stockholdings prior to the transaction. There are four possible fact 
combinations in this area. Either the profit corporation may own 
stock in the loss corporation, or the loss corporation may own stock 
in the profit corporation. Either the profit corporation acquires the 
loss corporation, or the loss corporation acquires the profit corporation. 
If the profit corporation owns stock in the loss corporation and is also 
the acquiring corporation, the problem is to reflect the fact that the 
shareholders of the profit corporation occupy a dual status—one as 
direct owners of the profit corporation and the other as indirect owners 
of stock of the loss corporation. Section 382 (c) (2) is designed to 
take this fact into account. If the profit corporation owns stock in 
the loss corporation, but the loss corporation is the acquiring corpora- 
tion, the problem is again to reflect the fact of dual status in the case 
of the shareholders of the profit corporation. This is accomplished 
by the reference to indirect ownership of stock of the loss corporation 
in section 382 (c) (1) (B). If the loss corporation owns stock in the 
profit corporation and is also the acquiring corporation, there is no 
problem, because the stock owned by the shareholders of the loss cor- 
poration in their capacity as former shareholders of the loss corpora- 
tion will obviously be that owned immediately prior to the reorganiza- 
tion. Similarly, there appears to be no need for a special rule where 
the loss corporation owns stock in the profit corporation and the 
profit corporation is the acquiring corporation, for all the stock of the 
acquiring corporation received by the shareholders of the loss corpora- 
tion, including the stock formerly owned by the loss corporation, will 
be received as a result of their ownership of stock of the loss cor- 
poration. 

It is also provided that the limitations of section 382 shall not 
apply if, for at least two years prior to the transaction resulting in the 
change in ownership, more than 50 percent of the fair market value 
of the outstanding stock of each corporation was owned by the same 
persons in substantially the same proportions. This will, of course, 
not validate any earlier transaction in which the stock ownership of 
the loss corporation arose, if, as a result of that transaction, carry- 
overs then in existence were subject to adjustment under this section. 
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The general rules described above need to be supplemented in order 
to prevent taxpayers from taking advantage of their specific details. 
For example, a loss corporation may have assets (perhaps the pro- 
ceeds of sale of its trade or business), though it no longer is engaged 
in trade or business. Such a corporation is really a shell in a business 
sense and must not be permitted to pass its carryovers on to new 
owners. Similarly a going business might be acquired with no idea 
of continuing it, but merely for the purpose of utilizing its carry- 
overs. The proposed mathematical tests would not reach such cases. 
With these possibilities in mind, the advisory group recommends that 
its proposals with respect to section 382 be supplemented by an amend- 
ment to section 269, relating to acquisitions made to evade or avoid 
income tax. This amendment would take the form of a presumption 
that an acquisition is for one of the purposes condemned by section 
269 where, subsequent to the acquisition, the corporation does not 
continue to carry on a trade or business substantially the same as 
that conducted prior to the acquisition. In other words, the test 
which now appears in section 382 (a) (1) (C) would be removed from 
the objective rules of that section and inserted in the more general 
rules of section 269. 

While it is recognized that a test of the nature proposed to be 
inserted in section 269 is cast in general terms which are uncertain in 
application to specific cases, it is believed that such a test is entirely 
appropriate to the kind of case to which it would be limited under the 
advisory group’s proposal. It is also an integral part of this proposal 
that the application of the general language proposed to be inserted 
be described in some detail in an accompanying committee report. 
This will serve to relieve speculative fears on the part of taxpayers 
entering into transactions in the ordinary course of their business 
and will assist the Government in its administrative problem. 


SECTION 30. EFFECTIVE DATES 


The amendments initially recommended by the advisory group 
contained no provision with respect to effective dates. A new sec- 
tion 30 has been added for that purpose. Since the time of enact- 
ment of the proposed amendments, assuming their adoption, 
cannot be foreseen, the date when the amendments should gen- 
erally become effective has been left open. However, the advisory 
group is strongly of the opinion that as a general principle the 
amendments should be effective prospectively only, except in very 
limited areas, and that they should not apply to specified types 
of transactions carried out pursuant to plans adopted before the 
enactment of the amendments or before the date the act becomes 


generally effective, whichever is earlier, unless the taxpayer so 
elects. 
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